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ANGLO-AMERICAN ECONOMIC RELATIONS 
IN WAM TIME 


By REDVERS OPIE? 


NEGOTIATIONS between the United Kingdom and the United States for 
the purpose both of determining means of prosecuting and financing the 
war and of concerting post-war economic policy, are described in two 
recent publications, one by an Englishman, the other by an American.? 
For the period during which they overlap, September 1939 to August 1945, 
the books are complementary on the subject of Anglo-American economic 
relations. That by Professor Sayers, which includes relations between the 
United Kingdom and other countries as well as the United States, adheres 
closely to the financing-of-the-war angle. That by Mr. Gardner, which deals 
exclusively with the United States and the United Kingdom, examines the 
war-time negotiations from the angle of post-war planning, and is there- 
fore always looking to the future. 

This difference in approach does not preclude Professor Sayers from 
showing some interest in the future. When he is looking back, through the 
eyes of British policy-makers, to see what had affected British gold and 
dollar reserves in the past in order to decide how they might be increased 
in the present, prospective post-war reserves become an absorbing interest 
of the Treasury negotiators. Nevertheless, because the Americans were 
‘interested only in a forward-looking arrangement’ at the time of the 1945 
loan negotiations, Professor Sayers excludes the latter from his book on 
the ground that they were ‘the beginning of the post-war story and not, as 
Lord Keynes had hoped, the closing chapter of the war-time story’ (p. 486). 
This exclusion—which would seem to conform to official opinion— indicates 
the angle from which Anglo-American financial relations were viewed by 
the British Treasury. In this connexion it is important to observe that 
Professor Sayers, as he emphasizes in his Preface, was writing on policy 
formation in London, and that he ‘deliberately viewed developments in 
other countries as they were understood in Whitehall at the time’. This 
self-imposed limitation on the scope of his book must also set limits to his 
critical appraisal of policy. 

1 The author was Economic Adviser to the British Embassy in Washington during the 
war, and participated in negotiations with the American Government on measures of post- 
war reconstruction. He was a United Kingdom delegate to the United Nations Monetary 
and Financial Conference in 1944 at Bretton Woods [Editor.] 

2 R. S. Sayers, Financial Policy 1939-45 (History of the Second World War, United 
Kingdom Civil Series), London, 1956, H.M. Stationery Office and Longmans, Green & 
Company, pp. xv and 608; Richard N. Gardner, Sterling-Dollar Diplomacy, Oxford: at the 


Clarendon Press, 1956, pp. xxii and 423. 
4520.2 I 
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My interest in examining these two books lies primarily in the negotia- 
tions that were consciously directed to the post-war period. As will appear 
below from the space given to a consideration of parts of financial policy, 
however, negotiations on external assistance in financing the war are 
relevant for the problems of post-war economic policy. In other words, no 
hard-and-fast line can be drawn between the two aspects of war-time 
relations, and it would be artificial to try. I shall have little to say about 
the Loan negotiations, not because they took place post-war, but because 
by then the stage had been set, and my interest lies in the war-time diplo- 
macy that helped to set it. Anglo-American economic relations—joint 
economic policy in some respects—did not ossify in 1945, but the room for 
manceuvre was small. Later, and especially after 1947 (a date which Mr. 
Gardner may rightly identify as ‘The End of the Loan’ in the sense that 
the proceeds were spent, but not that the objectives of the Financial 
Agreement had failed), it was plain that the way was open for develop- 
ing economic relations; and despite the strain in political relations the 
recent revision of the terms of the Loan have been amicably and readily 
negotiated. 


I. Financial Policy 


Not all of the volume on Financial Policy is relevant to Anglo-American 
economic relations. After an introductory chapter on the Problems of 
War Finance, six chapters deal with internal policy, three on the budget, 
and the rest on ‘capital’ policy—the Rate of Interest, Capital Issues 
Control, and the Internal Borrowing Programme. These chapters do not 
bear even remotely on Anglo-American problems, except that the divisions 
of opinion on policy at home might cause one to reflect how much greater 
they were likely to be on foreign financial and economic policy, war-time 
and post-war. 

The remaining eight chapters are on external finance. They begin with 
Exchange Control, in which the nature of the Sterling Area emerges. 
Then come three chapters mostly on financial relations with the Dominions, 
the exception being that the Middle East is grouped with India in Chapter 
IX, on the Genesis of the Sterling Balances. These are followed by two 
chapters on Anglo-American relations—United States Dollars 1939-40, 
and the Lend-Lease Triangle (with which should be read Appendix III, 
reprinting forty informative and judicial pages by Professor R. G. D. 
Allen on Mutual Aid between the United States and the British Empire 
1941-5). Finally, after an intervening penultimate chapter on the Shadow 
of Debt 1944-5, which deals with non-American indebtedness not dealt 
with heretofore, a final chapter reverts to the American phase of the 
Shadow of Debt. 4 
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All of these last eight chapters are in some degree relevant to the subject 
in hand, for the Americans took a keen interest in all aspects of British 
external economic policy. This is especially true of the Sterling Area and 
of relations with the Dominions, and among the Dominions greatest 
interest was displayed in Canada. I propose to consider in some detail 
first the Sterling Area and exchange sontrol, and then Anglo-Canadian 
financial relations, because both of these subjects have important implica- 
tions for Anglo-American relations. 


Sterling Area and Exchange Control 


Professor Sayers has a clear-eyed view of the Sterling Area of the era of 
exchange control: it was ‘a legal entity, an area inside which payment in 
sterling was unrestricted’. But the freedom was possible ‘only on the 
understanding that all countries in the Area would impose exchange 
restrictions substantially parallel to those enforced by the United King- 
dom’ (p. 235). Thus a ‘ring fence obstructing payments’ to the outside 
world was run round the whole Area. He describes the refusal to introduce 
a tight control, on the German model, because of the desire to retain the 
international character of sterling. But the Bank of England had a blue- 
print for a tight control that could be introduced in case Germany tried 
to take advantage of the free British system by issuing counterfeit money 
and indulging in other acts of economic warfare. 

The control actually introduced on 3 September 1939 was loose in the 
sense that sterling invoicing continued to be allowed ; that not all foreign 
currencies accruing to British residents had to be offered for sale to the 
Treasury, but only a designated list—the so-called ‘hard’ currencies, the 
rest being ‘soft’; and that non-resident balances were not blocked. Con- 
trol centred in the necessity of obtaining consent for transactions ‘for 
receiving a payment or acquiring property’ abroad, in other words all 
transactions of residents of the United Kingdom with non-residents. 
Blanket consent was given for transactions with a list of countries, which 
became the Sterling Area. For the rest, the ‘principle was adopted that 
imports not prohibited by law could be paid for either in foreign currency 
or sterling merely on proof of the genuineness of the transaction’. Lawful 
imports were determined under the supervision of the Treasury without 
any formal ‘control organization’, and the Customs Officers had to super- 
vise for legality. ~ 

Leaks in the control sprang mainly from the difficulty of defining non- 
resident companies, and from the evading practice of under-valuing 
exports as well as from the very fact that invoicing in sterling was allowed. 
The remedies were to block non-resident sterling or to stop invoicing in 
sterling. But the latter remedy would be hard on British exports, at a 











118 ANGLO-AMERICAN ECONOMIC RELATIONS IN WAR-TIME 


time when they were vitally needed ; while the former would be a blow at 
the international character of sterling. So neither was adopted and the 
problem emerged of two exchange rates for sterling, the official and the 
free, the latter being at a discount on the official rate and therefore a blot 
on the reputation of sterling. To dry up the supply of free sterling became 
the aim of the control, and in achieving it three methods were used ; com- 
pulsory dollar-invoicing of certain exports, bilateral payments agreements, 
and subjecting to licence the sale of sterling securities by non-residents. 
Various steps were taken in these three directions from March to July 
1940, when a tight control was achieved. 

Professor Sayers comments on the reluctance in some quarters to use the 
payments agreements because that method implied ‘the triumph of 
bilateralism’ ; although other officials ‘believed that the Payments Agree- 
ment technique was the proper and inevitable major solution for the basic 
problems, and... were working on these lines behind the scenes even while 
open action was confined to dollar-invoicing’ (p. 240). The final outcome 
was indeed the ‘virtual bilateralization of sterling’, which ‘involved virtual 
abandonment of sterling’s position as an international currency’. Pro- 
fessor Sayers claims (and this is apparently the official view) for this 
procedure that it avoided the ‘damaging step of formal blockage of sterling 
balances’, and that therefore in the long run, notwithstanding the war- 
time abandonment of its multilateral character, ‘sterling’s international 
reputation was well served’. 

An element of paradox lies in this view, which puts a strain on the word 
‘formal’ in denying that sterling was blocked. It is true that the British 
authorities eschewed the term ‘blocking’; and the hope that sterling could 
be kept a free currency, besides delaying the introduction of strict ex- 
change control, may have influenced the official interpretation of the 
degree of interference with the transferability of the pound that actually 
existed. Hence the fashion of denying that sterling was ‘really’ blocked, 
and of emphasizing the size of the ‘ring fence’ area within which sterling 
was free to circulate. A further claim, made for example by T'he Economist 
but rejected by Professor Sayers, was that the system of strict exchange 
control as achieved in mid-1940 bore ‘within itself the seeds of a multi- 
lateral clearing system which will fit well into our present system of inter- 
national trade’.2 The implication was that international trade of the 
future—and not only the war-time pattern—would be different from that 
prevailing pre-1914 or even pre-1938; and that the former ideas of free 
convertibility and a multilateral payments system were no longer appro- 
priate in a bilateralist age. Such views did not go unnoticed in the United 


1 Sayers, p. 247, my italics. 
2 Quoted by Professor Sayers (p. 250) from The Economist. 
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States (or in Canada), and they sowed the first doubts in American minds 
that perhaps British policy would not be directed to returning after the war 
to as free a payments and trading system as circumstances would allow. 
Furthermore, is it not probable that the predilection for viewing the 
Sterling Area as positively good in itself, instead of the result of necessary 
interference under the stress of war with free international circulation, may 
have conditioned the speed with which British opinion reaccepted the 
virtues of convertibility ? 

World attitude to sterling, and willingness to hold it, varied with 
economic and political circumstances. This was true within the Common- 
wealth and within the Sterling Area. The contrast between India and 
Canada illustrates the case. Sterling balances were accumulated to the 
maximum by India because that country was so intertwined in finance and 
trade with, and so dependent politically on, the United Kingdom. Not 
that obstacles in Indian opinion to accumulating sterling, as Professor 
Sayers shows, could be ignored. But the ‘very ease with which Britain 
could spend money in India’ (p. 273), resulting in its enjoying a ‘facility 
of supply’ greater than in any other major country, demonstrated how 
favourable were these general circumstances. It should be noted that at 
first there was a tendency in London to ‘rejoice in the growth of India’s 
post-war buying power’—a feeling that extended to balances elsewhere 
and persisted into 1941, thereby giving credence to the American belief 
that the Sterling Area was to be used to protect Britain’s post-war trade. 
But this view gave way (although it was not completely obliterated) early 
in 1941 to alarm at the magnitude of the claim represented by the sterling 
balances on post-war resources, and at the growing disparity between 
external liabilities and gold reserves. Gold sales, at the high market price 
then prevailing, were made from United Kingdom reserves, thereby 
damping down the growth of sterling liabilities more than in proportion to 
the loss of reserves. An additional reason for the sales was that they kept 
British reserves down at a time when their growth was viewed critically 
in Washington. At the end of the war, despite the gold sales and the repay- 
ment of India’s sterling indebtedness, India held about 40 per cent. of the 
total Sterling Area balances (which approached £3,000 million) and was 
Britain’s biggest creditor. 

At the other extreme was Canada, in which, with its close economic 
dependence on the United States and its feeling of independence, there was 
no question of accepting sterling automatically ‘as an unlimited residual 
payment’ for exports to the United Kingdom, much less to the Sterling 
Area as a whole. Close ties with the United States, and relative indepen- 
dence of the United Kingdom for supplies, made it unthinkable that 
Canada should join the Sterling Area. It is therefore beside the point to 
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say that ‘London was ready to co-operate in the erection of a control fence 
excluding Canada from the Sterling Area’ on the ground that Canada 
could have been a big leak in the flight of sterling capital to the United 
States (p. 322). No pressure from the United Kingdom could possibly 
have cajoled or coerced Canada into the Sterling Area, and therefore co- 
operation from London was without an alternative. As Professor Sayers 
states, some of the problems with Canada ‘were actually more akin to 
those of Anglo-American relations than to those within the Common- 
wealth’ (p. 321). A closer look at Anglo-Canadian relations may therefore be 
instructive in studying Anglo-American relations. 


Relations with Canada 


The forthright support promised by Canada on the outbreak of war did 
not mean the absence of difficulties in financing supplies to Great Britain. 
In his sympathetic treatment of the Canadian side of the negotiations, 
Professor Sayers saw an inherent source of conflict in the trading relations 
of the North Atlantic Triangle—an excess of exports from Canada to 
Britain (to be enhanced to the limit of supply potentialities for war 
purposes), against which Canada had been accustomed to receive in the 
form of convertible sterling the wherewithal to pay for its excess of im- 
ports from the United States. With an eye on post-war as well as on 
current payments to the United States, Canada was reluctant to hold 
sterling that might not be convertible into dollars—with which was coupled 
a fear ‘lest her generosity left her too weak an economic neighbour for the 
United States after the war’. The United Kingdom was equally reluctant 
to denude itself of its investments in Canada or to acquire dollar indebted- 
ness, for it had to have regard to the effect throughout the Commonwealth 
and in the United States of creating such a precedent, as well as to the 
weight of the post-war obligation to Canada alone. Moreover, apartfrom the 
obstacle in the form of the American Neutrality Act, there was an objection, 
not always explicit, in Canadian and British minds against Canada’s 
borrowing in New York to close the triangle. If this method were used to 
refinance the repatriation of British-owned Canadian securities or Canada’s 
sterling debt, it ‘would weaken Canada’s economic links with Britain, and 
strengthen those with the United States’ (p. 326). A similar line of reason- 
ing may have been behind the Canadian dislike of lend-lease, and its refusal 
to accept lend-lease supplies from the United States on its own account. 

In the event, British negotiations with Canada before the advent of 
American lend-lease in 1941 resulted in the repatriation of Canadian securi- 
ties and debts, some payment in gold and American dollars from Britain 
in order to keep Canada’s external reserves intact, and an agreed accumula- 
tion of sterling by Canada. For the sterling held, Canada was given, 
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almost by inadvertence (p. 327, note 4), an exchange guarantee, which was 
not renewed, although renewal was demanded, in the post-lend-lease 
negotiations for financing Canadian supplies. In this connexion, undue 
sympathy, in my judgement, is shown for Canada by Professor Sayers 
when he regards its peculiar dependence on the United States as making 
it uniquely ‘prudent for her to safeguard the North American purchasing 
power of any international assets she was to possess’, and therefore as con- 
stituting Canada a case sui generis. Holders of sterling reserves had just 
the same interest in the purchasing power of sterling. The general nature 
of the argument for an exchange guarantee is admitted when Professor 
Sayers allows that Britain ‘could not afford to commit herself in gold or 
dollars whose commodity value could depend on North American policy 
over which London might have no influence’ (p. 341). The only other case 
of conceding an exchange guarantee seems to have been that to the 
Argentine (p. 445). 

Internal political difficulties affected the Canadian position, most 
prominently in the refusal to make use of French gold in Canada after May 
1940 in financing the war effort because of the possible adverse effect on 
Quebec ; but also in the slowness with which belt-tightening was introduced 
to augment the war effort, in the higher prices demanded for food exports, 
and in the search for assurances that orders would not be diverted from 
Canada with the consequent destruction of its economy—a danger that 
became of greater concern when American lend-lease was in the offing. In 
deciding the magnitude of capital repatriation that was to take place, 
political pressure tended to force Canada into an approach to the attitude 
of ‘scraping the bottom of the barrel’; and the desire of Britain to safe- 
guard its economic ties with Canada made it take a more favourable view 
of gold payments as a substitute for repatriation than might otherwise 
have been the case. 

Such political difficulties persisted into the era of lend-lease. Under the 
joint Canadian-American Hyde Park Declaration of April 1941, materials 
to be used in executing British orders in Canada could be transferred from 
the United States on lend-lease terms, but for the account of the United 
Kingdom only. In actual fact, this method was not fully used, and many 
supplies continued to be paid for in cash. The whole idea of lend-lease 
was anathema to Canada. Professor Sayers does not touch on this point, 
but it would be interesting to speculate on the difference that it might 
have made to the development of the principle of pooling if Canada had 
found lend-lease politically palatable from the beginning. 

As it was, the Canadian contribution first took the form of a ‘gift’ of 
$1,000 million to the United Kingdom, accompanied by the refunding of 
existing sterling balances by converting them into a $700 million loan, 
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which was to be interest-free durix**#«;,;war. It is my recollection that the 
idea of a ‘gift’ to Britain, raluc. ULJi « contribution to the common war 
effort (which was the aim of lend-lease), did not sit well in’some British 
quarters at the time. Furthermore, as Professor Sayers shows, the Canadian 
demand for collateral in the form of the remaining British-owned Canadian 
securities, a demand made partly to sidetrack other demands for the 
repatriation of all securities, and partly out of fear that the securities might 
be sold to the United States, was a stumbling-block to agreement on the 
loan. The obstacle was removed only by a ‘negative pledge’ whereby. 
Britain undertook not to sell the securities outside of Canada without the 
consent of the Dominion Government, and declared that it did not intend 
to give collateral security for loans elsewhere in the Empire. Long before 
agreement on this package offer was finally reached, the British Govern- 
ment had also felt compelled to give a general assurance that orders would 
not be diverted from Canada to the United States, and that consultation 
would take place on prices of Canadian supplies. Thus, the ‘money sign’ 
was far from being kept out of the Anglo-Canadian joint effort by January 
1942 when agreement was reached. By this time the Anglo-American 
Mutual Aid Agreement, embodying an economic charter for the post-war 
world, was only a month away. 

Six months later, when the need for further aid from Canada was 
apparent, political difficulties still persisted. A repetition of the ‘gift’ was 
deemed to be politically impossible. The idea of a general pooling of 
resources was growing, and the Anglo-American Combined Boards for 
allocating them (from which Canada did not want to be excluded) were 
being set up. Unfortunately, at this time, even in Canada, the responsibili- 
ties of the United Kingdom in Sterling Area finance were not fully under- 
stood, and political difficulties were threatening because it appeared that 
aid from Canada was being passed on to the Sterling Area countries for 
dollars accruing to Britain. The obvious remedy was to bring the rest of 
the Sterling Area into Anglo-Canadian financial relations; and after an 
interval, in which Britain paid 150 million U.S. dollars to Canada in return 
for the interim accumulation of sterling, Canada proceeded to pass the 
Mutual Aid Act of May 1943. This Act established the Mutual Aid 
Board, with $1,000 million to its credit, to purchase supplies for the United 
Nations, thus including countries of the Sterling Area. 

Many difficulties had to be overcome before aid began to flow in 
September 1943, and in the end Canadian aid remained a balancing item 
after other sources of payment for supplies had been exhausted. All the 
Canadian dollars currently earned by the Sterling Area in excess of the 
Bank of England’s minimum working balance were put at the disposal of 
the Mutual Aid Board to cover ‘accepted’ purchases for the Sterling Area. 





® 


We ee ee ee, a a a ee a 


REDVERS OPIE 123 


Only a deficiency of payment from this source led to calling on the re- 
sources of the Board. In agreeing to this system, Britain also undertook to 
sell for $523 million the plant and working capital of its munitions factories 
in Canada, while Canada agreed to increase its share of the burden of 
financing the Royal Canadian Air Force overseas. In the Mutual Aid 
Master Agreement of February 1944 (patterned on the Anglo-American 
Agreement signed two years earlier) provision was made inter alia for the 
possible return to Canada of military equipment. 

These arrangements covered the residual requirements of the Sterling 
Area until March 1944, when a new appropriation by Parliament had to be 
made. Persisting ‘political’ difficulties kept the total down to $800 million, 
of which not more than $450 million could be available for the Sterling 
Area, leaving a gap of $1,000 million to be filled. Despite pressure from 
Canadian supply departments (in contrast with the Ministry of Finance) 
upon Britain to step up purchases at higher prices, London began to 
contemplate the diversion of orders. Canada offered to increase its share 
of the cost of Canadian forces overseas and asked for $250 million in gold 
(having for reasons of its own terminated the Hyde Park arrangement) 
in return for accumulating sterling. It was essential that Canada should 
accumulate sterling since London was still adamantly against formal loans 
to finance the war, though it was also ‘terrified by the prospect of big and 
free sterling balances in Canadian hands’ (p. 357). After months of inter- 
changes, Canada provided $655 million by increasing its share of the cost 
of its overseas forces and by refunding taxes—which as Professor Sayers 
points out should never have been levied—on Mutual Aid deliveries; 
while Britain sold Canada 80 million U.S. dollars as a ‘gesture . . . to help 
Canada with her United States exchange position’. 

The dollar sign was thus not yet removed from Canadian aid, and 
London, foreseeing difficulties ahead, proposed a ‘pooling plan’ for 
Stage II—the name for the period between victory against Germany and 
that against Japan. The proposals were that Canadian munitions should 
go without charge into the pool; that Britain should provide free supplies 
and services to Canadian forces overseas; that Mutual Aid should be 
limited to food and ancillary services, and all other transactions put 
on a cash basis. The Canadian Government did not take to this idea, 
because it might ‘be interpreted as a device to cloak further aid to the 
United Kingdom’, thereby indicating the state of internal politics in 
Canada, which inhibited the government from asserting its leadership. 
That such difficulties should have arisen in Canada, a Commonwealth 
country that had been belligerent from the beginning, makes all the 
more understandable the difficulties that arose in Anglo-American financial 
relations. 
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The system of Mutual Aid continued up to the date of termination, 
2 September 1945 (official VJ Day), just less than two weeks after the end 
of American Lend-Lease. This might have been the end of the story but 
for the fact that Professor Sayers states that in February 1945 London 
saw that the ‘question of post-war international trade policy had leapt to 
the forefront’, the Canadians having previously shown that they ‘were 
getting alarmed about the prospects of Sterling Area discrimination 
against Canadian as well as United States exports’ (p. 359). 

Doubt should, I think, be cast on the suddenness of the emergence of 
this interest in post-war trade policy in view of the known views of Canadian 
Ministers and officials, which were displayed clearly in March 1944 during 
the conference with the Dominions in London. If it was true that the 
Canadians realized only in 1945 that they ‘had been misled, by contem- 
porary discussions outside official circles, into supposing that Britain had 
become a doctrinaire bilateralist’; that they realized only then that ‘the 
influential people were strongly attached to multilateral trade policies, and 
that the British were going to follow bilaterial policies only to the extent 
to which they were forced into them’ (p. 360); then indeed something 
must have been wrong on the British side of Anglo-Canadian negotiations. 
In fact, however, I do not see how it can be denied that the cleavage was 
there in British ministerial and official opinion ; and that no wholehearted 
effort had been made to thrash out with Canada the issues relevant to a 
forward-looking policy for post-war international economic reconstruction. 
Perhaps an understaffed, overworked Treasury could not do otherwise than 
keep war-financing detached from post-war policy; but by so doing, the 
opportunity was lost of educating opinion abroad on the post-war con- 
sequences of the United Kingdom being left the major war-time debtor, 
after it had been forced to sacrifice heavily its overseas assets in financing 
the war. This was a case where parallel action taken in Canada and in the 
United States would have strengthened the British position in both 
countries. 


United States: Lend-Lease 


This lost opportunity stands out prominently in the record of Anglo- 
American financial and economic relations, where the internal political 
difficulties that were obstacles to the forging of jointly acceptable policies 
were much greater than in Canada. In writing of the lend-lease period 
Professor Sayers hints that he is conscious of a lost opportunity: ‘The 
concept of financial pooling in fact never emerged from its initial haziness, 
and perhaps the British had only themselves to thank for this’ (p. 375). 

Professor Sayers does not make the comparison, but I believe that he 
would agree that the problem of asserting Government leadership was 
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immensely more difficult in the United States than in Canada. He shows 
that he is fully aware of the tradition of isolation that almost inevitably 
made the United States a neutral for over two years, and of the internal 
political problems for the Administration that sprang from this and other 
sources. He is just and generous in his appraisal of American policy. The 
revolution that took place in the United States, long before the formal 
end of the neutrality period, was marked by the fact that three months 
before the Presidential election of November 1940, Britain dared to base 
its policy on the assumption that ‘massive financial help’ would be forth- 
coming from the United States. Professor Sayers believes that lend-lease 
was ‘the most unsordid act’. And he is frank in assessing difficulties on 
the British side in determining joint policy. It was ‘a new thing for Britain 
not to be the leading Power . . .’ (p. 376). Sensing, however inadequately, 
post-war impoverishment, the British authorities ‘were perforce concerned 
to preserve what little they could in the way of financial and commercial 
prestige and technical freedom. This made the Americans feel that we 
were dragging our feet in the war effort, in favour of post-war reserves, the 
Sterling Area, Imperial Preference and all that’ (p. 377). 

My own judgement would be that the misapprehension of the Americans 
applied even more to the aims of the British in post-war international 
economic policy, springing from the reluctance of the British Government 
to accept commitments before and after the declaration of intentions 
expressed in Article VII of the Mutual Aid Agreement of February 1942. 
I shall expatiate on this point when dealing with Mr. Gardner’s book. 

It was inevitable that conditions should be imposed on the provision of 
lend-lease, though the Act itself was remarkably free of them. In view of 
British experience with Canada, however, it is hardly surprising that the 
Administration and public opinion demanded that ‘Britain should help 
herself to the utmost, and draw to the utmost on her Allies both inside 
and outside the Commonwealth, before resorting to American aid’ (p. 381). 
Two other, more specific, conditions were imposed in administering the 
aid : that lend-lease deliveries or ‘similar’ goods should not be exported by 
Britain ; and that no private profit should be made in distributing lend- 
lease supplies. 

The first of these conditions, which had such vital implications for both 
current British earnings and the maintenance intact of trading connexions 
ready for the end of the war, led to some bitter feelings before and after 
the unilateral declaration, in the Export White Paper of September 1941, 
of a self-denying policy by the United Kingdom. But Professor Sayers 
concludes that whether the British ‘export trade immediately suffered 
substantial hurt is open to doubt’, since the war effort would have cut 
exports to the bone with or without the White Paper. 
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The second specific condition, that there should be no private profit, was 
deemed to be necessary toavoid antagonizing Congress, despite the American 
predilection for private enterprise. In so far as it operated to encourage 
government purchasing and control of distribution, it added to the prob- 
lems of disbanding the state apparatus and of returning to normal channels 
after the war. Reciprocal Aid to the United States on the other hand had to 
be administered in a way that would protect the interests of private traders! 
No serious difficulties arose on account of this condition, and in fact Pro- 
fessor Sayers thinks it possible ‘that all the agitations on this question had 
arisen through a misunderstanding on the part of Mr. Morgenthau... .’ 
(p. 399 note) regarding the degree of concern felt within the Administra- 
tion—an instance in which the department supposedly most friendly to 
Britain was less helpful than other departments of the American govern- 
ment. 

Professor Sayers does not deal with another difficulty springing from a 
lack of understanding of monetary processes that for a while threatened 
to raise its head in Congress—the claim that the sterling accruing to the 
British Government from the sale of civilian items distributed through 
trade channels should be at the disposal of the United States Government. 
This might easily have led to a demand for ‘counterpart funds’ of the 
kind required under the Marshall Plan from recipients of assistance. That 
such a demand did not come to the fore was a tribute to the success of 
American policy in avoiding the creation of war debts and in keeping the 
money sign in the background. 

Yet to comply with legal accounting procedures, the United States was 
compelled to use the dollar sign. To stimulate Congress to generosity in 
appropriating lend-lease funds, dollar-equivalent figures of ‘reverse lend- 
lease’ (reciprocal aid in the British terminology) were required. Long and 
irritating resistance to providing such figures was put up, on the grounds 
that to do so would require ‘the labours of thousands of clerks’, would 
raise publicly the ‘awkward question of the rate of conversion of sterling 
values into dollar values’, and would be invoking the money sign, thereby 
weakening support for the principle of pooling. Professor Sayers rightly 
sees the avoidance of the money sign as the fundamental argument. But 
in view of the necessity of using money figures on the American side, I 
believe that it could not have been hoped to sustain this argument ; while 

the argument about the need for an ‘army of clerks’ appeared to be dis- 
ingenuous, even before the money values (rough though they might be) 
were supplied in August 1943 without drafting thousands to the task. As 
for the exchange rate, in my judgement the figures could easily have been 
given a gloss to deal with different wage and price levels in the two countries, 
while stressing that what mattered was not the ‘worth to the Americans’ 
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of reciprocal aid deliveries, but the thoroughness of pooling in maximizing 
the common war effort. 

Apart from the delay over the figures, the negotiations for the Reciprocal 
Aid Agreement itself dragged on until September 1942, in some measure 
owing to what Professor Sayers calls ‘the reluctance of the United Kingdom 
authorities to enter into any agreement whereby reciprocal aid might be 
pushed into a formal framework reflecting the United States system of 
lend-lease’ (p. 418). If the British authorities had boldly seized on the 
term ‘mutual aid’ of the February 1942 agreement (the term ‘reverse lend- 
lease’ was not acceptable to them) instead of giving currency to the new 
term ‘reciprocal aid’, and if money values had been provided, then I believe 
that useful educational work in favour of the principle of pooling could 
have been done; and at the same time the feeling of irritation and frustra- 
tion that was permeating American officials could have been dispelled. 





British Reserves 


By far the most important of all the issues arising out of lend-lease 
operations was that of the size of Britain’s gold and dollar reserves relative 
to its foreign liabilities, largely sterling balances. There can be no doubt 
that the blind spot in the formulation of American policy for post-war 
reconstruction was the failure to include the aim of building up British 
reserves—or indeed the reserves of any country that was to play its part in 
reconstituting the kind of international economic system for which the 
United States stood.! Professor Sayers, following the official view, is 
inclined to attribute the blindness to the American inability to understand 
the mechanism of the Sterling Area and the residual post-war burden 
falling on the United Kingdom from its operations. But I am sceptical of 
this explanation, and think British policy-making should be scrutinized 
more closely in search of a fuller explanation. One aspect obviously is 
outside Professor Sayers’s purview—the failure to link the question of 
post-war monetary reserves with the broadest lines of joint economic 
policy under Article VII of the Mutual Aid Agreement. Yet the lack of this 
forward-looking comprehensive agreement on policy, the failure even to get 
to grips with it during the war, is the main reason, in my view, why the 
United Kingdom made such little headway on the subject of reserves 
during the war. I shall refer to this subject below. 

Within the narrower framework of problems arising from lend-lease 
operations, however, were the efforts of the United Kingdom adequate in 
making out its case for increased reserves? Secrecy played a part. The 

1 The blindness persisted throughout the second great act of generosity, E.C.A. assistance 


for European recovery. On this subject see American Foreign Assistance, by William Adams 
Brown, Jr., and Redvers Opie (Washington, D.C., 1953); pp. 63-65 and 263-7. 




















128 ANGLO-AMERICAN ECONOMIC RELATIONS IN WAR.-TIME 


necessity for secrecy regarding the magnitude of British reserves first 
became prominent in May 1940, when American suppliers were nervous 
about getting payment under their contracts. The habit of secrecy per- 
sisted thereafter. It bred rumours, even quite late in 1944, that British 
reserves were much bigger than the actual figure, with unfortunate effects 
on Congressional opinion regarding lend-lease assistance. As time went on, 
the size of the reserves could not have been a very important factor in 
inducing countries to hold sterling, certainly not by comparison with 
getting American support for building up reserves. Nevertheless, secrecy 
continued to inhibit the undertaking of frank talks on the broad question 
of reserves. 

In the spring of 1941, before lend-lease began to flow, a dollar problem 
persisted because of the need to pay for old commitments for supplies. 
Professor Sayers reveals that the Bank of England had a scheme whereby 
the United States would sell dollars against accumulating sterling balances, 
which was never broached with the Americans. This seemed eminently 
right at the time, but with hind-sight one may wonder whether it might 
not have been a good idea to get the United States mixed up with sterling 
balances at an early stage if the Administration could have been persuaded 
to hold them. The question is all the more pertinent because of the fact 
that the United Kingdom consistently refused to discuss with the United 
States, and at Bretton Woods with that country and Canada, what to do 
about sterling balances after the war. 

It is doubtful whether more could have been done before lend-lease 
began than prepare the ground for American understanding of the reserves 
problem. From late 1940, discussion in Washington on the subject was 
centred in the Treasury Department, because Secretary Morgenthau had 
arranged for a special emissary to be sent to him from the Chancellor 
instead of dealing with financial matters through the customary diplomatic 
channels, although the British Embassy was equipped with a Financial 
Adviser. This was a disadvantage, for the United States Treasury did not 
exercise anything like the overall control of American foreign economic 
policy that H.M. Treasury did of British policy. In a sense, dual diplomacy 
was the result of the Morgenthau arrangement, and it created the problem 
for British representatives of keeping the State Department (and other 
Agencies) in the picture. Professor Sayers draws attention to the ‘com- 
parative lack of responsibility of the individual in the American Govern- 
ment’, and of the need for British officials to cope with this difficulty by 
learning the hard way. Jurisdictional conflicts and jealousies amongst 
government departments were also rife, and British officials had to be 
careful neither to take sides nor to appear to cold-shoulder a dep2:tment 
that might well exercise political influence on policies adopted. 
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In any event, after the Lend-Lease Act had been passed, Keynes found 
on his visit to Washington in May 1941 that he ‘had to begin at the 
beginning’ in pleading the case for strong British reserves. We are told 
that he ‘thought it best to desist from putting the claim on the more 
general grounds. Instead, he urged that a reserve would ease the burdens 
of administering and defending the Lend-Lease Act’ (p. 428), by enabling 
Britain to buy American supplies for cash when ‘political’ obstacles made 
them ineligible for lend-lease. Thus an opportunity was missed for stating 
the British case on the broadest possible basis, and of enlisting support 
more widely in the Administration. As will appear below, this was when 
Keynes was contemptuous of the State Department’s attitude to Article 
VII. He also believed that the State Department’s alternative draft of a 
Lend-Lease Bill was less favourable to Britain than the Treasury draft 
(p. 390, note 2), and this may have influenced his opinion. 

The belief was strongly held in H.M. Treasury—and Professor Sayers 
shows that it has persisted—that the Americans did not understand the 
‘economics of the Sterling Area’; and the task of educating ‘not only the 
Administration but a far wider circle was not relished, and there was even 
less relish in . . . disclosing the figures’ (p. 430). When in April 1942, 
therefore, it was eventually decided to disclose the position, this was done 
only ‘in general terms’. Perhaps a contributory factor at this time was a 
sudden onset of complacency regarding the dollar problem after the night- 
marish months of the previous year. For in early June 1942 Keynes wrote: 
‘We are in no serious risk of running short of dollars . . . it is now quite out 
of date to regard our dollar problem as the essence of our financial diffi- 
culties. That is a hangover from the pre-lend-lease and early lend-lease 
days...’ (p. 397). 

This argument about American ignorance, or rather inability to under- 
stand, has never seemed plausible to me. While there was undoubtedly 
great ignorance in some official and most non-official circles in America 
regarding the Sterling Area, I can vouch for the fact that the mechanism 
was understood in many places, including the State Department ; and of 
course it would be ridiculous to think that the Treasury and Federal 
Reserve officials were under any special disability of comprehension by 
comparison with their British opposite numbers. For better or worse, the 
policy decision was to keep the precise figures secret in case their disclosure 
might diminish willingness to hold sterling. This reason could not be 
revealed and consequently suspicion was engendered. A hangover of 
suspicion still persisted from the days when the thought of large sterling 
balances in the post-war era gave a certain satisfaction in London. Finally, 





1 Compare Sayers, p. 436: ‘the process of educating responsible Americans in the mysteries 
of the Sterling Area and the British economic position has been difficult . . .’. 
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misunderstanding (and perhaps suspicion) was created by the mystique 
circulated by British officials that the war-time Sterling Area really was 
a natural collocation of countries who liked to hold sterling, and that it was 
something to be encouraged for its own sake. At this point, critical and 
sceptical eyebrows were raised in Washington. 

So it was not until towards the end of 1944 that a real onslaught was made 
against the ignorance surrounding the subject of the sterling balances and 
British reserves. Then it was too late; and the context in which the 
subject was broached was wrong—Stage II instead of Stage III problems. 
The Second Quebec (Octagon) Conference in mid-September 1944 had laid 
the foundation for the Stage II discussions in Washington, which were on 
lend-lease to Britain in the eighteen months that the war against Japan 
was to be assumed to last. The degree of conversion to civilian production, 
to ease the pressure of austerity in Britain, was the main economic con- 
sideration (but still secondary to military decisions) placed in American 
minds at Quebec, where British gold and dollar reserves were not discussed. 
Nor did the United Kingdom make any elaborate plans before Quebec for 
discussing the economic issues of Stage 1I—they were ‘with some difficulty 
. .. pushed on the table’ (p. 469). The Chancellor was not present, and Mr. 
Morgenthau gatecrashed to seek support for his scheme to ‘pastoralize’ 
Germany—a post-war aim that was believed in Washington to have been 
given grudging British support in return for the promise of $6,500 million 
of lend-lease in Stage II, and which so incensed Mr. Cordell Hull because 
he thought of the bargain as one for ‘credits’ of $6,500 million without 
any guid pro quo whatever.! 

In footnotes (pp. 467 and 475), Professor Sayers makes two of his rare 
references to the State Department (references to the Foreign Office are 
also strikingly absent). He states that Mr. Richard K. Law (now Lord 
Coleraine), Minister of State at the Foreign Office, as early as April 1944 
discussed post-war aid to Britain with Mr. Stettinius (then Under Secre- 
tary of State and successor to Hull in November 1944) but that this ‘con- 
versation proved to be premature .. .’. Then in June 1944, when he had 
been told of ‘the kind of aid for which Britain would look, Mr. Stettinius 
urged that the Chancellor of the Exchequer should visit Washington’. 
After weeks of consideration, at the last minute it was decided instead to 
raise ‘the broad principles’ at the Second Quebec Conference. 

Against the background of the environment created at Quebec, even 


1 See The Memoirs of Cordell Hull (London, Hodder & Stoughton, 1948), pp. 1613-16. 
Apropos of his feelings when he heard what had happened, Mr. Hull wrote: ‘This struck me 
amidships. It tended to shatter negotiations we had been conducting with the British for 
three years. It derogated from Article VII of our basic Lend-Lease agreement. ...’ He 
also asserted that the President had been willing at Quebec to accept ‘without question’ 
Mr. Churchill’s views on the ‘credit side of the picture’ before Mr. Morgenthau intervened. 
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the eloquent exposition of Lord Keynes, the leader of the British delega- 


~ tion at Stage II, on the need for post-war reserves, could not move the 


Americans to action, although it was felt in London that as an educational 
campaign his efforts left an impression on American minds. The United 
States continued to take the view that British reserves should be kept 
down, although the informal limit was raised to $1,000 millions from the 
$600 millions that had ruled previously. The question was not raised 
whether this amount would suffice in view not only of existing liquid 
liabilities, which were still increasing in order to finance the war, but also 
of the hazards of fluctuations in the balance of payments that Britain 
would have to assume if it accepted the objectives of Article VII in loyal 
concert with the United States. 

This is nearly the end of the story of reserves and post-war aid for 
Professor Sayers. Soundings taken in Washington early in 1945 revealed 
that the United States was thinking of loans for Stage III, and also of 
connecting them with Article VII discussions. Lord Keynes is quoted as 
having reached the conclusion that successful negotiations for a loan would 
depend on the Americans being convinced that the future strength of 
Britain was ‘an objective of major concern to the U.S.A. and Canada’. He 
also believed that the chief trouble would be ‘to prevent the attachment 
of inconvenient strings’ (p. 475). London remained passive, however, for 
no stated reason, other than that ‘nothing emerging in these talks [of early 
1945] encouraged the United Kingdom Treasury to press for early talks on 
Stage III, and the general line taken . . . was to defer the uncomfortable 
act of asking the United States for a Stage III loan’ (p. 475). Thus once 
again an opportunity was lost to discuss reserves during the war in the 
properly broad context. 

I am reminded by this account of official opinion that throughout 1944 
and early 1945, I used to refer for the want of a better term to London’s 
‘loan-shyness’, a state of mind existing perhaps because deep-down it was 
realized that the matter of post-war assistance could be broached only in 
connexion with Article VII discussions, which were a politically volatile 
subject in the United Kingdom. Yet, to embark upon these discussions 
was the only way to convince the United States that its interest did lie in 
a strong Britain—which might preclude burdensome loans. Despite his 
own conclusion on this subject of convincing the Americans, as late as 
June 1945, at the time of the caretaker government, Lord Keynes asked 
me in London whether I thought the Americans would agree to financial 
aid discussions alone, that is, not within the context of Article VII, which 
included, inter alia, commercial policy. The need for an emphatic negative 
reply was indicative of the wishful thinking on this subject that had 
prevailed during the preceding three years. 
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II. Sterling-Dollar Diplomacy 


The interest of Professor Sayers in the post-war consequences of Finan- 
cial Policy, to which consideration was given in the preceding section, was 
incidental to his main purpose. In the case of Sterling-Dollar Diplomacy, 
however, that interest is predominant ; and the forward-looking character 
of Mr. Gardner’s book is apparent from his sub-titlh—Anglo-American 
Collaboration in the Reconstruction of Multilateral Trade. 

The plan of the book is straightforward. Part I consists of four chapters, 
two on American and British attitudes in general to multilateralism 
before, and in the first two years of, the war; and two on the Atlantic 
Charter and Article VII of the Mutual Aid Agreement of 1942. Part IT con- 
sists of four chapters, two each on financial and commercial policy, showing 
the compromises made between the objectives of the United States and 
the United Kingdom. In Part III (called not very descriptively The 
Transition to Multilateralism), after a chapter on the end of war-time 
collaboration and planning for the transition period, come three chapters 
on the Financial Agreement of December 1945 (the Loan). Finally in 
Part IV, Multilateralism in Practice, a chapter each is devoted to 
the Savannah meeting in 1946 for the inauguration of the Bretton 
Woods institutions, and to the London meeting (also in 1946) of the Pre- 
paratory Committee of the United Nations Conference on Trade and 
Employment, the purpose of these two chapters being to show the differ- 
ences between American and British conceptions of financial and com- 
mercial policy that still persisted. Then follow three chapters gloomily 
entitled in each case ‘The End’ of Bretton Woods, of the Loan, and 
of the International Trade Organization. A last chapter gives four pages 
of conclusions. 

On both sides of the Atlantic Mr. Gardner had to write without the 
advantage of access to official files. He had to rely on published sources, 
interviews with officials and ex-officials who had been active in Anglo- 
American negotiations, and two collections of Private Papers—those of 
the late Harry D. White (at Princeton University) and of Will Clayton (at 
the Fletcher School of Law and Diplomacy, Medford, Mass.). His scope 
includes the history of public opinion, on which the published material is 
so vast that he was forced to write ‘in a selective and almost impressionistic 
fashion’ (p. xvi). Let it be said at once that both in his history of public 
opinion and in his account of official negotiations (given the handicap of 
not having access to Government files) Mr. Gardner has done a remarkably 
good job, above all in the balanced judgement with which he assesses 
opinion and policies in the two countries. Any criticisms of mine should be 
read against this background of admiration. 
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Nevertheless, despite his sympathetic insight and understanding, and his 
display of judicial mindedness, Mr. Gardner still evinces a desire to be too 
cut-and-dried in his conclusions. This characteristic is attributable per- 
haps to impatience with the necessity of suspending judgement combined 
with the fact that he abruptly draws down the curtain in 1947, when the 
contrast between war-time hopes and post-war achievements seemed to 
him to demand the pessimistic conclusion that it was ‘the end’ of multi- 
lateralism. Some consideration, however brief, of subsequent events, say 
to 1954, or even to the end of 1952 only, would probably have forced him 
into a different perspective. Indeed, in his concluding chapter, Mr. 
Gardner tries to tone down the appearance of pessimism, not only by 
reference to subsequent years that ‘provided new hope of eventual 
success’ (p. 381), but by admitting that even up to 1947 ‘the record is by 
no means unfavourable’. 


Mr. Gardner on the War-time ‘Planners’ 


In his overall summary, Mr. Gardner restates the threefold conditions— 
the assumptions of the war-time planners—that were necessary to the 
restoration of multilateralism: ‘a tolerable state of political equilibrium 
... @ reasonable state of economic equilibrium . . . [and] the adoption of 
appropriate internal and external policies by creditor and debtor nations.’ 
The two economic conditions can hardly be said to have been as separate in 
the minds of the ‘planners’ as Mr. Gardner makes them appear: they 
believed that appropriate internal policies—for example, the avoidance of 
the widespread inflation that actually occurred after the war—were @ 
necessary condition of attaining economic equilibrium; and appropriate 
external policies were part of the very definition of a multilateral payments 
system. Nevertheless, the assumptions described accurately enough the 
general state of mind—hopes if not beliefs—of the British and American 
‘planners’ of post-war policy. 

When Mr. Gardner comes to expound the ‘three basic errors of post- 
war planning’ that made the ‘fulfilment of the conditions’ as stated above 
unnecessarily difficult, I must take issue with him. He calls the errors 
Economism, Universalism, and Legalism. The unlovely term Economism 
is used to denote the alleged belief that ‘economic policy could be made in 
a political vacuum and that the principal approach to world peace lay 
through co-operation in the economic field’ (p. 383). Whatever the em- 
phasis placed on the economic basis of peace—and in the course of the 
inescapable division of function amongst policy-makers qualifications 
tended to be omitted—neither the Americans nor the British were guilty 
of ignoring the political basis. It is surely incongruous to support this 
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charge by reference to the late Leo Pasvolsky,} who was the foremost 
American architect of the United Nations Charter, because he once said 
that the. continuation of policies of economic warfare were ‘the greatest 
danger that can confront us after the war’ (p. 8). On the other hand, there 
is substance in the view that some people thought, perhaps naively, that 
the Bretton Woods institutions would be free of ‘political influences’. This 
is true both of the Morgenthau view that loans would be made without 
regard to the political complexion of the government in the borrowing 
country ; and of the Keynes’s view that the site of the institutions should 
not be in Washington—preferably not even in New York—if they were to 
escape American ‘political’ interference. But these views were quite 
different from the assumption of a ‘political’ vacuum. If Secretary 
Morgenthau could have foreseen Russian Communist aggression in violation 
of the principles of the United Nations Charter, he certainly would not 
have said that loans should and would be made regardless of the aggressive 
nature of the borrower. Mr. Morgenthau meant that loans were not to 
serve the national aims of one country, nor to be influenced by vested- 
business or political-party interests in individual countries. The very fact 
that Mr. Morgenthau sponsored a proposal to lend the Soviet Union 
$10,000 million after the war illustrates his attitude: if the Russians had 
been willing to pursue a policy of co-existence and to play the rules of the 
game as established at Bretton Woods, they would not have been ostra- 
cized because of their kind of political system. Likewise, prejudice against 
lending to a socialist-governed Britain would have been resisted. 

A fear of the vested or political-party interest also moved Keynes to 
attach so much importance to the site of the Bank and the Fund. He 
feared—irrationally I thought—that Congressional lobbying, Administra- 
tion intrigue, and selfish national interests would contaminate the work 
of the international representatives if the financial institutions were in 
Washington. Could he seriously have believed that all representatives 
would be international civil servants in the sense that American—and no 
less British—appointees would be without instructions from their govern- 
ments ?? Yet he talked about the ‘civil service status’ of the people who 
were to run the new institutions. 


1 The disadvantage of bringing in freely the names of officials, especially in the absence of 
access to Government files, is shown by the little prominence given to Pasvolsky, who 
was very much in the confidence of Cordell Hull. He played a central part in Anglo- 
American ‘planning’ on the economic side until after Bretton Woods, and on the political 
side to the end of the war. Amongst the British representatives, a striking omission is Sir 
Frederick Phillips, the British Treasury representative in Washington from late 1940 until 
his untimely death in August 1943, who is not even mentioned by Mr. Gardner although 
he exercised a profound influence on policy. 

? Compare the prolonged squabble over the site of the United Nations, the result largely 
of a prejudice against having it in the United States, and especially near to Washington, for 
fear that it might be subjected too much to American ‘political’ influences. 
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As for the charge of Universalism, this is an issue in which there is still 
room for differences of opinion. The United States during the war was 
against ‘regionalism ’ in commercial policy arrangements ; and I should have 
thought that the weight of expert opinion and of experience was on its 
side. Then after 1947, the United States backed European ‘integration’, 
without defining the objectives. What effect this deflexion from Uni- 
versalism had on the support mustered in the United States for the ITO 
and GATT would be difficult to say. In any event, it remains to be seen 
if and when the European Common Market emerges, whether this regional 
arrangement brings the free world nearer to its universalist goal, which 
presumably still stands. 

But the main adverse consequence of Universalism in Mr. Gardner’s 
view, was the failure to recognize ‘the central problem of British recon- 
struction and of the special relationship between Britain and the United 
States as the two key countries of the world economy’. Here the reference 
is to the rejection of the ‘key country’ approach in financial arrangements, 
which is associated with the name of Professor J. H. Williams; and to the 
failure to set up any Anglo-American machinery in the loan agreement for 
‘joint consultation’ in the transition to more normal conditions after the 
war. As regards the ‘key country’ approach, I found myself attracted to 
it at the time (although compelled in any case by virtue of the decision of 
my government to argue the case for the full international approach) ; 
but on balance, taking into account all the political circumstances—one 
need recall only the susceptibilities of the European governments-in-exile 
to take offence at being left out—I thought then as I think now that the 
universal approach was right. It was the advocates of the ‘key country’ 
approach who were thinking in a political vacuum. At one point (p. 133) 
Mr. Gardner indicates that the sound view was to regard the two approaches 
as supplements, and this I believe was the view of most of the Anglo- 
American officials concerned, despite the showing in the Congressional 
Hearings in which some of them were fighting for public acceptance of the 
Bretton Woods agreements. As regards the failure to set up Anglo- 
American joint consultative machinery, Mr. Gardner in my view has ably 
shown the difficulties on both sides that militated against its being done. 
What I have written above, and propose to write below, on the Article VII 
negotiations is the crux of that matter. 

Before leaving the subject of Universalism, however, the alleged neglect 
of the central problem, which was British reconstruction, calls for comment. 
The reverse proposition, that too much attention was paid to Britain, 
might be argued with justification. At first, the United States did tend to 
think of post-war world reconstruction (in contrast to relief and rehabilita- 
tion) as essentially a British problem ; then in 1947 it became a European 
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problem, only vaguely at first including a German problem; later an 
Asian problem insinuated itself into American thinking, with growing 
appreciation of the economic and political importance of a strong Japan ; 
and now it is a world problem. This is what it was of course from the 
beginning—the difficulties vastly increased subsequently by Russian 
‘political’ intransigence and downright malevolence, by spontaneous 
nationalism in dependent territories, and by Allied blindness on the subject 
of Germany and Japan—but nevertheless a problem far greater, as Mr. 
Gardner shows, than the measures planned for the transition period could 
resolve. Solid agreement between the world’s two greatest trading nations 
was an essential condition for international economic reconstruction (to 
say nothing of the political objectives), but aid from the United States to 
Britain alone would not have been sufficient. 

The charge of Legalism—the ‘tendency to think that outstanding 
international problems could be resolved by drafting detailed codes of 
formal principles . . . [which] became a substitute for collaboration . . .’ 
(p. 383)—has merit, but the argument that it is peculiarly an American 
vice should not be pushed too far. In the absence of agreement, and to 
hide disagreement, all diplomatists resort to drafting—phraseology as the 
solvent of conflicting objectives. When no divergent views exist, collabora- 
tion is quasi-automatic ; when they do exist, the price of any collaboration 
may be to spell out what may and may not be done under the modus 
vivendi adopted. This ‘error’ Mr. Gardner sees most strongly in the loan 
agreement. I doubt, however, whether the American propensity for 
Legalism was a dominant factor in shaping that agreement, since the 
differences in views on policy had not been thrashed out. While at Bretton 
Woods, apart from the known desire of the American Delegation (or at 
least the United States Treasury) to give the Fund ‘teeth’—an attempt at 
policing that may be regarded as Legalism—the complexities of drafting 
were inherent in the subject-matter and in the unresolved underlying 
differences among the participants. I should not have said from my 
experience of the Drafting Committee on the Bank, for example, that 
American Legalism played a part in determining the form of that institu- 
tion. 

Mr. Gardner is on sounder ground when he writes of economic collabora- 
tion being ‘constantly impeded by doctrinaire attitudes on both sides of 
the Atlantic’. This brings me back to Article VII of the Mutual Aid 
Agreement of February 1942, and I propose to examine Anglo-American 
negotiations (with appropriate references to Mr. Gardner and Professor 
Sayers) from the standpoint of that Agreement. 
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III. Article VII: Long-run Objectives 


In the first place, it took from May 1941 to February 1942 to reach 
agreement on that one Article, the rest of the Agreement having consti- 
tuted no difficulty. I shall follow the example of both authors and give the 
Article in full: 


In the final determination of the benefits to be provided to the United States of 
America by the Government of the United Kingdom in return for aid furnished under 
the Act of Congress of the 11th March 1941, the terms and conditions thereof shall 
be such as not to burden commerce between the two countries, but to promote 
mutually advantageous economic relations between them and the betterment of 
world-wide economic relations. To that end, they shall include provision for agreed 
action by the United States of America and the United Kingdom, open to participa- 
tion by all other countries of like mind, directed to the expansion, by appropriate 
international and domestic measures, of production, employment and the exchange 
and consumption of goods, which are the material foundations of the liberty and 
welfare of all peoples ; to the elimination of all forms of discriminatory treatment in 
international commerce, and to the reduction of tariffs and. other trade barriers ; and, 
in general, to the attainment of all the economic objectives set forth in the Joint 
Declaration made on the 14th August 1941 by the President of the United States of 
America and the Prime Minister of the United Kingdom. 

At an early convenient date conversations shall be begun between the two Govern- 
ments with a view to determining, in the light of governing economic conditions, the 
best means of attaining the above-stated objectives by their own agreed action and 
of seeking the agreed action of other like-minded Governments. 


The offending words were ‘the elimination of all forms of discriminatory 
treatment in international commerce’. In the one-paragraph earlier draft 
which was handed to Keynes late in July 1941 before he left Washington, 
and which Sumner Welles pressed ‘without success’ at the Atlantic Con- 
ference in August, the offending words were blunter: ‘They shall provide 
against discrimination in either the United States of America or the 
United Kingdom against the importation of any product originating in 
either country.’ They offended because they were a threat to Imperial 
Preference—which I should judge to have been the real political dynamite 
—to bilateralism, and of course to exchange control in general in so far as it 
is inherently discriminatory in its effects. The earlier draft also contained 
no reference to ‘expansion of production etc.’, which was inserted to allay 
British fears of an American slump. 

In examining the origins of the offending phrase, Professor Sayers 
records (p. 408) that Keynes had made up his mind that the State Depart- 
ment had ‘taken the opportunity to introduce their pet idea in language 
which they mean to be technical’, whereas President Roosevelt would have 
been content with an agreement ‘to co-operate and to do so in a certain 
spirit and with a certain general purpose’. At this time Keynes was 


1 Professor Sayers quotes from Keynes, 
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referring freely to the ‘lunatic proposals of Mr. Hull’, which were a 
shibboleth of the nineteenth century, thereby strengthening the opposi- 
tion in London to American ideas. He was convinced that other American 
departments—meaning the Treasury—would show a ‘keener appreciation 
of unpleasant economic realities’—meaning the need for bilateralism after 
the war. In describing the views in London, to which Keynes then sub- 
scribed, Professor Sayers quotes a senior official of the Treasury: ‘The 
immediate post-war period will certainly be one of vast difficulty for our- 
selves in external monetary and commercial relations . . . it seems to most 
of us quite inevitable for a long time to come, and, at any rate to some of 
us, a desirable thing in itself in the strangely altered conditions of the 
future, that there should be a form of orderly regulation through the 
medium of exchange control, trade and payments agreements, output 
arrangements and the like, worked so far as may be possible in an im- 
perfect world in a spirit of international neighbourliness.’ The comment 
of Professor Sayers that it ‘was this current of opinion in favour of bi- 
lateralism of which Americans were particularly suspicious and against 
which they sought explicit safeguards’ deserves greater prominence than 
his footnote gives it.? 

Before sailing from New York, Keynes sent a letter to Assistant 
Secretary of State Dean Acheson, in an effort to erase the impression, 
which he sensed he had left behind, that he was a bilateralist. In this he 
failed, and suspicion of British ‘intentions’ continued. Two weeks later 
Mr. Acheson spoke to me about Keynes at dinner, obviously intending 
that it should get on the record, in words that I can still paraphrase from 
memory as follows: ‘Let there be no mistake about it, Mr. Keynes was not 
a good emissary. I for one cannot accept his dichotomy regarding Article 
Vii—that it either signifies some malevolent intention on the part of the 
United States towards British post-war economic interests, or is meaning- 
less nonsense.’ 

Not long after his return to London, Keynes underwent a change of 
heart. Meanwhile, further negotiations brought Article VII to its final 
form ; but London would not accept it, for the obvious reason that there 
was no meeting of minds at the political level. For the Prime Minister to 
have tried to force a Cabinet decision, even if he had been so minded, 
would have risked a split in the Conservative part of the Coalition Govern- 
ment. After Pearl Harbour, pressure from Washington for a decision eased 
temporarily, partly because it was hoped that the Prime Minister might 
discuss the matter with the President. This he at first refused to do, and 
then did so in the last days of his visit, though without bringing agreement 


1 See R. F. Harrod, The Life of John Maynard Keynes, p. 512, as quoted by Mr. Gardner. 
* These quotations are from Sayers, pp. 408-9. 




















REDVERS OPIE 139 


any nearer. The circumstances of this intervention were as follows. A 
succinct memorandum on the issues and negotiations to date was prepared 
on Christmas Day 1941 for the Prime Minister, but it was returned to the 
Embassy with the explanation that he had not taken up the subject with 
the President. Then unexpectedly, on the eve of his final departure from 
Washington, the Embassy was informed that the Prime Minister had after 
all discussed the matter with Roosevelt. 

The report on this interchange at the highest level did not square with 
the known course of the negotiations in the customary diplomatic channels, 
and could not be said to have helped matters. On the contrary, after the 
Prime Minister returned to London a new attempt was made to redraft 
Article VII for the purpose of expressly excluding Imperial Preference 
from ‘discriminatory treatment’; whereupon the State Department 
suggested that we should ‘give up’ and omit that Article from the Agree- 
ment. This would have been disastrous, for Article VII was the main pro- 
tection against a war debt arising out of lend-lease. It was agreed, there- 
fore, that the American interpretation of the ‘commitments’ undertaken 
in Article VII should be carefully explained in a telegram from President 
to Prime Minister. 

The argument ran that the first paragraph of Article VII was a declara- 
tion of intention ; the United States was to work for the substantial lower- 
ing of tariffs and the removal of any other obstructions to increasing the 
volume of trade, and the United Kingdom would do likewise. The Presi- 
dent could not commit the United States to lower tariffs, but he could offer 
a promise, with the constitutional force of an Executive Agreement behind 
it, that the Administration would try. Likewise the United Kingdom could 
not undertake a commitment that it would modify or abolish Imperial 
Preference for the reason that the Dominions as well as Parliament would 
have to be consulted, but it could declare that it would consider the possi- 
bility in the context of what the United States could offer. Therefore the 
agenda for the ‘conversations’ to be undertaken at ‘an early convenient 
date’ under the second paragraph of the Article, would be all-inclusive, 
and no exception would be made for Imperial Preference.! 

The interpretation of Professor Sayers (p. 412)—“‘ Article VII contained 
no commitment to abolish Imperial Preference ’—agrees with the foregoing 
narrative. I am not sure, however, that the same can be said of the state- 
ment by Mr. Churchill in the House of Commons on 13 December 1945,? 
to the effect that he had received an ‘assurance safeguarding Imperial 
Preference’, for he seems to imply that Imperial Preference was inviolate. 
However this may be, the telegram achieved the objective intended. The 


1 So far as I know, the telegram has not been published. 
® See H. of C. Deb., vol. 417, col. 723. 
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idea of an interchange of interpretative notes, which had been mooted, was 
dropped—perhaps it was better to let the sleeping dogs of unreconciled 
differences lie until conversations could be undertaken—Cabinet meetings 
were held, and instructions were issued for Lord Halifax to sign the agree- 
ment on the Principles Applying to Mutual Aid in the Prosecution of the 
War against Aggression, to give the agreement its full title. 

The long delay had, I think, abated the enthusiasm for Anglo-American 
collaboration. Hull was already thinking of wider United Nations action 
after the Declaration by United Nations of January 1942, which in- 
corporated the eight ‘common principles’ of the Atlantic Charter as part 
of the basis of American political and economic objectives. Mutual-aid 
agreements were being negotiated with other countries; and although 
Mr. Acheson referred before Congress to the British Master Lend-Lease 
Agreement (the name used thereafter to the exclusion of ‘mutual aid’) as 
the model for the series, the sense of uniqueness that had pervaded the 
early negotiations was lost. This made it all the more desirable to push on 
with Anglo-American negotiations ; but Washington was awaiting a move 
from London that never came. 


Conversations under Article VII 


The first informal exchanges came in May 1942 on the invitation of Mr. 
Acheson (Assistant Secretary of State) to the late Sir Frederick Phillips 
(Treasury) and the Economic Adviser to the Embassy (Foreign Office), 
who participated without instructions from London. After several meet- 
ings, mostly with Messrs. Pasvolsky and Hawkins, an ‘agenda’ of a dozen 
topics covering the broadest possible economic field was drawn up for 
possible more formal discussions. This document, which was communicated 
to Whitehall in the summer and became known as the Pasvolsky agenda, 
stimulated interest, at least in the Foreign Office. 

The next step, in the autumn of 1942, also was taken in the State Depart- 
ment, when discussions on post-war financial institutions were started on 
the same informal basis under the Chairmanship of Assistant Secretary 
Adolph Berle. The Keynes and White plans were now available though 
not published. These meetings had not proceeded far when it was de- 
cided that the United States Treasury should have primary responsibility 
for post-war financial negotiations, although the State Department (and 
other agencies) were to retain an interest. At this time, however, the 
discussions were not continued under the aegis of the Treasury, although 
exchanges of views through diplomatic channels took place, and activity 
in London was pointing to early acceptance of the invitation to begin the 
discussions. 

Unfortunately, a deflexion occurred in the spring of 1943 when 
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President Roosevelt sprang the surprise, not only on Britain but on his 
own State Department, of the proposal for a Conference on Food and 
Agriculture. It was to be held in May, because this was a year of Con- 
gressional elections, thus leaving only about six weeks for the State Depart- 
ment to prepare the agenda, and for foreign governments to send their 
delegations to Hot Springs, Virginia. A British official worked closely with 
the State Department on the agenda for the Conference, but so much of a 
deflexion was this move that the Conference was with difficulty, and only 
barely, recognized as coming within the framework of Article VII, although 
the aims of that Article went to the heart of the problems that were 
thrown up in the Conference. The President was moved to call the Con- 
ference by officials (foreign as well as American) who were determined to 
push their own views on which were the significant post-war problems; 
and he was probably swayed by the argument that this was a politically 
safe subject with which to start the discussion of post-war reconstruction 
through international organizations. The failure of the public to appre- 
ciate the connexion with Article VII is reflected in the fact that Mr. 
Gardner does not mention the Conference in his account of planning for 
post-war reconstruction. 

So far as Anglo-American plans for bilateral discussions were concerned, 
the Hot Springs Conference brought one great gain. The British delegation 
led by Mr. Richard K. Law established excellent relations, based on fight- 
ing together on occasion for the principles that belonged to Article VII, 
with the officials and some political personalities on the American side. 
This bore fruit later when the first formal conversations on the whole 
range of Article VII topics took place. But before then the Keynes and 
White plans, which had in the meantime been published, were discussed 
on a United Nations scale. This was at a three-day meeting in June 1943 
of representatives of thirty-seven countries under the chairmanship of 
Harry D. White. 

It is obviously impossible (and unnecessary) for me to go into the details 
of the differences and similarities between the two plans. Mr. Gardner 
rightly takes the three main issues as having to do with (1) the activities 
of the International Monetary Fund in the transitional period, which 
depended on whether or not adequate resources for post-war relief and 
reconstruction were to be provided elsewhere ; (2) the provision of inter- 
national liquidity, which depended on the size of the resources and the 
conditions on which they would be made available to member countries ; 
and (3) the adjustments to be made by member countries in their economic 
policies to restore equilibrium when the balance of payments was in 
serious disequilibrium. Differences existed between the plans on all three 
issues: the British plan would provide more than $25,000 million of 
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‘reserves’ which, in the absence of other resources for the purpose, would 
be used in the transitional period of relief and reconstruction. In main- 
taining liquidity and making adjustments, these ample resources would 
give countries more rope than the $5,000 million of the American plan. 
But rope for what ? To expand production and trade uninhibitedly in step 
with all other countries, or to get out of step by expanding, without regard 
to the effect on the balance of payments, to the point of inflation and the 
need for exchange depreciation? This was the crux of the matter. At 
bottom the question whether or not the Fund should have ‘teeth’ was 
(apart from freedom to continue restrictive measures such as exchange 
control during the period of transition) one of deciding whether or not 
countries were to retain complete freedom to adopt whatever internal 
national policies they deemed necessary to the maintenance of production 
and employment. ? 

These issues were not thrashed out at the June 1943 meetings in 
Washington. There had been no close Anglo-American consultations 
before, and there were none during, the meetings. Many representatives 
were angered by the way in which the chairman ignored the Keynes plan ; 
and some from the European governments-in-exile made informal 
representations to the British, urging them to insist on discussing the 
Keynes plan lest other countries should suspect that they were not sup- 
porting their own plan. When the British representatives succeeded in 
shifting the emphasis to the Keynes plan the meetings were abruptly 
closed by the chairman before the scheduled day. It cannot be said that 
these interchanges consolidated preparations in Washington for the broad 
discussions envisaged by Article VII, or contributed to a meeting of 
British and American minds. 

The first organized, comprehensive discussions of the kind contem- 
plated under Article VII did not take place until September 1943, when a 
delegation of officials from the British departments concerned, headed by 
the Minister of State for Foreign Affairs (Mr. Law), went to Washington. 
The American group was headed by Mr. Myron C. Taylor, a business man 
in the State Department whose services were extensively used by President 
Roosevelt. Both governments were at great pains to leave no doubt that 
this was a meeting of experts only, without commitment to either side, 
and publicity was to be avoided. 

The agenda was all-embracing: commercial policy broadly interpreted, 
with special off-shoots on international commodity agreements and 
‘cartels’; employment policy ; and financial policy. British and American 
papers on commercial policy (analogous to the Keynes and White Plans) 
had been prepared, and these provided the basis for the interchange of views 
on that subject. Both sides contemplated some kind of new institution, an 
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international trade organization, which would facilitate regular consulta- 
tion among governments and provide the machinery for administering 
whatever precise undertakings should eventually be accepted by members. 
American views on ‘cartels’ naturally reflected the policy of the Depart- 
ment of Justice and seemed somewhat doctrinaire to the British, who were 
inclined to think of an administrative body operating under a restrictive 
practices act rather than the American Sherman-Clayton Act type of 
prohibition. But British ideas were not really formulated on this subject. 

Employment policy was vital in the British approach, because the fear 
of another American ‘slump’ was an obsession in the official and public 
minds. Sometimes British opinion seemed to the Americans to question 
their will and ability to deal with their own problems of internal stability. 
The Americans were doubtful whether employment policy stood on its 
own legs as independently as commercial and financial policy, and 
certainly did not think that a separate international institution was re- 
quired to deal with employment problems. 

Financial policy was considered to be complementary to commercial 
policy, and although the discussions were in fact carried on in the Treasury, 
they were attended by representatives of other departments, some of 
whom also participated in the discussions on other topics. The aim in the 
financial discussions was to agree upon a statement of principles under- 
lying the proposals for an international monetary fund (the Keynes and 
White plans) that the two governments could be expected jointly to 
support. Great progress was made in this direction ; and, in a sense, agree- 
ment on financial policy was easier because it evoked less political emotion 
(despite the fear of being shackled by the gold standard or subjected to an 
international authority in determining domestic policies) than did com- 
mercial policy. 

On the whole a very satisfactory start was made at these first formal 
meetings in reconciling differences of outlook at the expert level, and when 
the British went home to report, the Americans almost immediately 
started discussions with Canada on the same range of subjects. Notwith- 
standing the original Canadian dislike of lend-lease, solid support was 
given by Canadian officials, with considerable backing from Ministers, to 
the American aims under Article VII. The Canadians appeared to agree 
with the Americans that the first task was to get a meeting of minds on 
long-run objectives of policy, to create confidence that all governments 
were striving to the same end. Political limitations might prevent the 
acceptance of all the proposals of the ‘experts’, but a first approximation 
to understanding at both the expert and the political level was essential. 
In the absence of this agreement on ends, to talk about freedom from com- 
mitments or liberty of action during a transition period was meaningless. 
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Furthermore, scepticism existed in some quarters in Britain regarding the 
possibility of maintaining world economic equilibrium, even if it could be 
attained after a post-war transitional period. Whether the scepticism was 
based on the fear of the deus ex machina of an American depression, or 
on the belief that inadequacies inhered in the stated long-run objectives 
themselves, it led to a demand for safeguards, extending into the in- 
definite future, in the form of liberty to act in certain circumstances in 
derogation of accepted principles. To some extent this anxiety to provide 
against every contingency was the result of the paucity of British gold and 
dollar reserves. Whatever its cause, it had the effect of impeding the 
making-up of minds on long-run objectives, and of blurring the distinction 
between these objectives and measures that might be desirable in the 
transition period while reconstruction was proceeding. Yet tentative agree- 
ment on long-run objectives was a necessary prerequisite to discussing 
American assistance in any form and for any purpose during the transition 
period. 

Whatever progress was made in Washington, unfortunately the recep- 
tion from Ministers in London of the report of the Law Mission was, as 
Mr. Gardner states, ‘mixed’. The old proponents of Imperial Preference 
and of policies of agricultural protection were vocal again. Fears regarding 
the balance of payments in the period after lend-lease, while the export 
trade was being revived, made the long-run objectives of removing ex- 
change control and quantitative restrictions appear too remote and ideal 
to be realistic. Some of these legitimate fears were no doubt ammunition 
in the hands of those who had never been won over to the multilateral 
solution. A halt, if not a setback, was inevitable in these circumstances. 
If we except the financial institutions, Mr. Gardner is right in stating that 
opinion in London ‘delayed the resumption of the Anglo-American talks 
until the beginning of 1945 .. .” (p. 144) when informal talks began 
between the American Embassy in London and the Board of Trade.! 

The next development, which is beyond the purview of Mr. Gardner and 
was not publicized, was a meeting of the Commonwealth representatives 
in London in March 1944, to discuss Article VII and its implications at 
the expert level. It was a necessary and desirable part of the procedure in 
moving to Anglo-American agreement, and it was my impression that the 
approval given by some representatives, especially the Canadians and 
South Africans, to the objectives of Article VII, strengthened the hand of 


1 Mr. Gardner quotes (p. 95) extravagant statements from the Parliamentary debates in 
May 1943 after the Keynes and White plans were published, and the opposition to these 
plans continued almost unabated up to the ratification of the new institutions in 1946. I well 
remember a dramatic meeting with the late Governor of the Bank of England, Mr. Montague 
Norman, in midsummer 1943, in which he warned me that to support either the Keynes or 
the White plan was tantamount to selling Britain ‘down the river’. 
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the British proponents of multilateralism. The Canadians had by this 
time produced their experts’ version of an international monetary fund, 
which helped to clarify the underlying principles. Moreover, Lord Keynes 
took a sudden interest in the American proposals for an International 
Bank, which so far had not been discussed; and he concluded that the 
function of guaranteeing loans (rather than that of direct lending) offered 
a hopeful approach to agreement with the United States on the nature of 
this financial institution. It was therefore decided that I should return 
immediately to Washington with a view to continuing the negotiations 
with White on the Fund and to await instructions regarding the Bank. 


Monetary Agreement under Article VII 


In the ensuing three or four weeks, the main differences outstanding 
were resolved and the document embodying the provisional Anglo- 
American compromise was adhered to by as many of the United Nations 
countries as could be consulted in the time available. This document was 
published in April 1944 as the Joint Statement by Experts on the Establish- 
ment of an International Monetary Fund. At the same time the United 
States proposed to convene a monetary conference, to which Britain 
agreed, although the necessity of holding it before Congress recessed in a 
Presidential election year meant giving very short notice. Time allowed 
only the most preliminary observations on the American proposals for an 
international bank before the British delegation sailed for the United 
States, but by the time they reached Atlantic City for the second week 
of the pre-Bretton Woods meetings (one member of the delegation had 
held a watching brief during the first week) British draft proposals for an 
International Bank were ready. Thereafter, Keynes and his co-delegates 
hammered out with the Americans, sometimes behind the scenes sometimes 
in open meetings, the final Anglo-American compromise that was the 
necessary condition of the acceptance by other nations of the Articles of 
Agreement of the Fund and the Bank. 

A great deal has been written on the two international financial institu- 
tions since July 1944, and this is not the place to describe either the way 
in which they were expected to function or their actual operations. Mr. 
Gardner carries his story on to the inaugural meeting of the Fund and the 
Bank at Savannah in March 1946, which he thought ‘would test the degree 
of genuine consensus that had been reached on international financial 
policy during the Anglo-American negotiations . . .’ (p. 257). In discussing 
the choice of site and the determination of functions and salaries of 
Executive Directors (the main items on the agenda) the old issue of 
‘politics’ and ‘teeth’ flared up: or as Mr. Gardner phrases it, ‘did their 
[the Fund’s and Bank’s] operations have such economic and political 
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implications as to require close control by the member governments ?’ 
(p. 257). I was not at the Savannah meeting, the outcome of which may 
have been, as Mr. Gardner (following Mr. Harrod’s Life) states, a per- 
sonal tragedy for Keynes. But I have always believed that the Anglo- 
American differences were exaggerated, and would not regard them, as does 
Mr. Gardner, as revealing a ‘serious division’ left over from the war-time 
discussions. The compromise reached at Bretton Woods, taking into 
account political circumstances on all sides, was in my view reasonable. 
The two who worked hardest for the Fund and Bank are dead, but a 
statement by each seems to confirm my view. Writing a private letter to 
E. M. Bernstein (later to become Director of Research in the Fund) in 
May 1945, Keynes said: ‘Some of us . . . had been hoping that the officials 
of the two bodies would, in the course of time, come to regard themselves as 
primarily international officials, taking a world, objective outlook, and 
only where clearly necessary grinding their own national axes. So one 
would have wished to minimise, rather than maximise, their national 
representative character and their position as delegates from outside 
authorities.’ Having conceded so much, that it was largely a matter of 
judgement and of degree, and that experience would tell in the end, what 
was there to make a great issue about at Savannah? As for the American 
point of view, whatever may have been tactics and manners at Savannah, 
White’s statement on the issues seems to me to have been exemplary: 
‘It has been our belief from the beginning that the Fund constitutes a 
very powerful instrument for the coordination of monetary policies, for the 
prevention of economic warfare and for an attempt to foster sound mone- 
tary policies throughout the world. As part of the necessary machinery to 
implement those objectives, it was regarded by the United States and 
others as essential that there be large resources available to the Fund. 
But I should like to call your attention to the fact that those large resources 
were regarded as one of the instruments to make possible the broader 
purposes of the Fund, purposes which are set forth in Article I... .” 
Whether governments could agree on ‘the best means of attaining the 
above-stated objectives’ (to use the words of the Mutual Aid Agreement), 
either in drafting the statutes or in operating the institutions, is another 
matter. But in recent times at least it was shown that the resources of the 
Fund were readily available to Britain in an hour of need. 

The preference for automatic borrowing rights and the aversion to 
any ‘policing’ to protect the resources of the Fund that were shown by 
Britain, reflected its general attitude during the war on all Article VII 
issues, which was interpreted in the United States as a desire to avoid 


1 See Gardner, pp. 261 and 266, for the statements by White and Keynes respectively. 
My italics. 
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commitments. Mr. Gardner writes of the dim prospect of restoring, on the 
plea of Keynes at Savannah, ‘the idealistic spirit in which the two institu- 
tions were originally conceived’. But one may ask, wherein lay idealism ? 
To play safe in the sense of keeping a free hand to do anything regarded as 
necessary to protect the national interest ? Or to take a chance on commit- 
ments being mutually observed in the face of ‘political’ obstacles? The 
American leaders in the Article VII battle, and many British, were fighting 
for a framework that would give the greatest scope for strengthening the 
forces of freedom in international economic relations. There was much 
caution on the part of the American Administration, which was only too 
conscious of ‘political’ obstacles; and that affected both the choice of 
subject-matter and the timing of discussions. This is one of the main 
reasons, I believe, why economic ‘planning’ took precedence over negotia- 
tions on international political organization, which raised memories of the 
League of Nations. It was one of the reasons why others acquiesced in the 
animus shown by the United States Treasury against the Bank for Inter- 
national Settlements. It explains in part why Washington also blew hot 
and cold successively on the timing for Anglo-American discussions. 

But the Americans saw the danger inherent in each country trying to 
maintain its liberty of action, a dog-eat-dog policy that they called 
‘economic warfare’. Rightly they saw that the most savage action was 
likely to come from the United States if such militant forces were let loose, 
partly because of its power—one need think only of all loans being ‘tied’— 
and partly because the country is ‘politically’ less manageable than, for 
example, the United Kingdom. And finally, the United States was not 
willing ‘to write a blank cheque’ to underwrite any country’s balance-of- 
payments deficit, which could be increased by inept domestic and external 
policy. Perhaps this is one reason why the Americans did not shake off 
their own blindness on the subject of reserves, which are so easy to dissi- 
pate. In any event, this point was fundamental: it irrevocably linked 
commercial policy, domestic monetary and other economic policies, and 
international financial co-operation (including grants and loans) in the 
minds of American policy-makers; and it also made them view the 
objectives of Article VII as an integrated whole, the foundation of American 


policy. 
IV. Approach to Reconstruction 


How much more could have been achieved in reconciling views and 
strengthening the Anglo-American partnership if more ‘conversations’ 
of the kind contemplated had been held during the war is impossible 
to say, and only profitable to ask because I think the answer is ‘some’, 
which is enough to encourage greater striving in the present. As it was, 

4520.2 L 
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Bretton Woods represented the war-time peak (and the end) of economic 
preparations for post-war. Thereafter, the emphasis was on political 
planning, first at Dumbarton Oaks among the Big Four in August 1944, 
and then at San Francisco. Apart from the elaboration of the machinery, 
not much on the economic side was on the agenda at San Francisco. The 
machinery was important to the economic ‘planners’, for they recognized 
the need for a strong economic ‘wing’ (the term sometimes used at the 
Article VII discussions) in the overall international organization. The 
very ignorance of, or lack of interest in, economic problems that is 
widespread among statesmen made it imperative to give the highest 
possible status to the top international economic body. 

The Stage IT discussions, as we have seen, did not offer the right setting 
for Article VII discussions. If that Stage had lasted for the assumed 
eighteen months, preparations for dealing with the problems of the post- 
war transitional period as a whole might have been greater. In fact, as 
Mr. Gardner has emphasized, the failure to make this provision was a 
great gap. Yet much was attempted, through the United Nations Relief 
and Rehabilitation Administration (UNRRA), and through national 
schemes for providing civilian supplies to liberated and occupied areas. 
The negotiations to establish UNRRA diffused energies in Washington 
and perhaps had a disrupting influence on preparations for reconstruction. 
The Russians were not as passive as they had been at Bretton Woods, and 
suspicion of their motives (vindicated by events) created difficulties in 
Congress when appropriations for relief were requested. A mood in Congress 
antagonistic to American assistance for reconstruction developed before 
policy for dealing with the longer-run problems of reconstruction had 
been formulated. Any efforts to bring Article VII issues into UNRRA 
(there were signs that they might be made) would have been resisted by 
the State Department. Relief and rehabilitation were intended to exclude 
post-war reconstruction, and were therefore narrowly defined. Countries 
that could afford it were required to pay for UNRRA supplies, but loans 
were ruled out for those who could not, as part of the American policy of 
avoiding war debts; and per contra the implication was that no grants 
would be made for reconstruction, although the line between it and re- 
habilitation might be difficult to draw. Soviet intransigence held up the 
establishment of temporary European economic organizations to deal 
with problems of reconstruction, in which Britain and America were ready 
to co-operate, whereby another possible stimulus to further Anglo- 
American conversations was lost. 

A still greater loss, however, was of the opportunity to prepare public 
opinion in both countries that only agreement at the Cabinet level could 
bring. Events then seemed to conspire against further opportunities being 
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presented. The death of President Roosevelt, the change in the British 
Government during the Potsdam Conference, the sudden end of the war, 
followed by the abrupt termination of lend-lease (and of Canadian mutual 
aid)—all these militated against calm and orderly negotiation of joint 
policy. 

It should have been a foregone conclusion that lend-lease would have 
to stop, not with such brutal abruptness, but quickly after the end of the 
war, and plans for Stage III should have been ready. But as Professor 
Sayers (p. 480) recounts, ‘there had been hope, if not expectation, that 
some tapering-off might be conceded . . .’. Policy-makers in both countries 
could not be blamed, in their ignorance of the atomic bomb, for being 
taken by surprise when the war ended. Keynes had been working on the 
problems of Stage III and Professor Sayers (p. 484) quotes from one of his 
memoranda on British indebtedness, mainly ‘to our own Allies, Dominions 
and Associates, who ought to figure in the eyes of history as our merce- 
naries, unless the balance is redressed. This does not apply particularly 
to the United States; indeed, to them (and to Canada) proportionately 
least of all... . Nevertheless, it is only through appropriate action by the 
United States and Canada that there is a prospect of an agreed general 
resettlement .. .’ (my italics). Keynes was referring of course to sterling 
balances, the discussion of which with Canada and the United States had 
been banned ; yet now they overshadowed all other financial considerations 
in prospective discussions with the United States. An invitation to enter 
into immediate conversations had accompanied the notification that lend- 
lease had been terminated, and inquiry ‘confirmed British expectations 
that the coming negotiations would have to range over a wide field’. 
These were the ‘Loan’ negotiations, and the field was that of Article VII. 


Mr. Gardner on the Loan 


The five chapters on the loan negotiations, on the state of public opinion 
before and after they were completed, and on the convertibility crisis of 
1947 are among Mr. Gardner’s best. A summary would not do justice to 
them and I shall content myself with comments on certain points made 
by him that are germane to what I have written on war-time Anglo- 
American relations. 

Mr. Gardner rightly draws attention (p. 198) to the fact that a Special 
Committee of the House of Representatives on Post-War Economic 
Policy and Planning ia « report in November 1945 ‘urged the Administra- 
tion to obey ‘‘the statutory intent of the Lend-Lease Act and of the 
agreements concluded under it” by exacting commitments on multilateral 
policies “before any writing off of Lend-Lease”’’ took place. This ‘turning 
the heat on’ by Congress was precisely what the Administration had been 
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trying to avoid by reaching Anglo-American agreement during the war. 
The consequence of failing to do so was, as Mr. Gardner shows, that a 
politically charged atmosphere in both countries surrounded the loan 
negotiations. The climate would have been more favourable to negotia- 
tions before the war ended, even though political obstacles would have 
had to be overcome. 

An attempt was made at first to found the British case on ‘equality of 
sacrifice’. This had been discussed during the war, in connexion with the 
principle of pooling, but it was not sympathetically received by the 
Americans (they asked how one could weigh the importance of Russian 
human and material losses), and the matter was not forced to a conclusion. 
As we have seen above, Keynes had previously expressed the view that 
America’s interest in a strong Britain after the war was the best founda- 
tion for a request for ‘aid’ ; and now he ‘quickly found that the Administra- 
tion was far more interested in future policies than in past performances’ 
(p. 191). The amount of the loan requested was based on estimated transi- 
tional needs of $6,000 million, which the Americans thought too high. 
But Mr. Gardner states (p. 202) there ‘was never any detailed considera- 
tion at a high level in the American Government of just how much assis- 
tance Britain required’. His explanation is that the political effect in 
Congress of the amount proposed, even as a loan, was the governing factor. 
Here again, the failure to prepare the public during the war was sadly felt. 

The same feeling of regret regarding the lack of preparation is aroused 
by what Mr. Gardner (p. 211) has to say (if he is correct) about the elements 
that were overlooked (even by the British) in estimating the size of the 
loan required: that the terms of trade might turn against Britain; that 
‘large government [overseas] expenditures might be required throughout 
the transition period’ ; that the ‘carrying out of the multilateral obligations 
might increase the need for financial aid’ ; and that Britain ‘might have to 
support not only its own deficit but deficits of other sterling countries as 
well’. All these considerations were certainly prominently in British minds 
during the war, and it is a pity that the implications of them could not 
have been thrashed out then with the Americans. From what I know and 
remember, I cannot believe that they were overlooked in the loan negotia- 
tions. As in the case of finding a solution for the problem of sterling 
balances, it was the lateness in the day that made the difficulties so great. 
At this point it is perhaps pertinent to remark that Mr. Gardner is perhaps 
a little harsh in his judgement, even if, as appears probable, he means to 
apply it only to the American side, when he writes (p. 218) : ‘The fact is that 
the negotiators did not fully understand the economics of convertibility.’ 

In his final judgement, Mr. Gardner finds two main inadequacies in the 
loan agreement: the absence of a provision for continuing consultation ; 
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and the need for legislative approval of any postponement in carrying out 
the obligations undertaken. Late in the day, the latter defect has been 
remedied so far as the waiver clauses are concerned. As for the former 
defect, while consultation is good in itself, would a provision for consulta- 
tion have made a great difference in 1947, unless in conjunction with a 
provision giving freedom from legislative control? The political circum- 
stances in both countries, which he rightly stresses affected the negotia- 
tions and the ratification debates, were still powerful in 1947, when the 
convertibility step had to be taken. These may have caused greater 
reluctance to resort to consultation, and greater anxiety regarding 
legislative action, if any were required, than might otherwise have been 
the case. 

Ironically enough, a political force was looming up, favourable to 
American action to help Britain, that both peoples and governments were 
reluctant to admit was operating—sentiment in favour of resistance to 
Russian aggression. In the words of the Manchester Guardian of March 
1946, quoted by Mr. Gardner (p. 249) to illustrate the point: ‘the loan has 
now taken on quite a new and possibly false function as an instrument 
against Russian imperialism . . .’; while The Economist reported that this 
development might be the first fruit of Sir Winston Churchill’s famous 
speech at Fulton—and added that it was ‘an unpalatable coating for the 
pill’. 

In another year the new force had grown and the attitude to it had 
changed. Then came the Economic Co-operation Act, the legal basis of the 
Marshall Plan, which brought developments in Anglo-American relations 
that are beyond the scope of both our authors. To this Act Professor 
Sayers dedicated his closing words. After having stated that the Americans 
had in 1945 left ‘Britain the greatest debtor in the history of the world’, 
he concludes by saying that they yet had second thoughts, ‘when the 
generosity of the Marshall Plan outshone even that of lend-lease . . .’. This 
note, struck in an ‘official history’, might almost be said to guarantee the 
future of Anglo-American relations, and marks the solid foundation laid 
during the war, whatever may have been the disappointments in negotia- 
tions on particular issues. 


WASHINGTON, D.C. 








CLASSICAL GROWTH! 


By I. M. D. LITTLE 
Introduction 


Tuis article is mainly about the accumulation of capital, although it also 
refers to the problem of capital measurement, and to the distribution of 
the product. It is inspired by, and owes a great deal to, Mrs. Robinson’s 
book The Accumulation of Capital, and it follows her in dealing with growth 
with a single known technique, and with a ‘spectrum’ of known techniques. 
It is not concerned with inventions, which she also, of course, deals with. 
It deals, in some respects more fully than Mrs. Robinson, with the process 
of adjustment from one phase of growth at a constant rate to another such 
phase; but is rather less concerned with the comparison of different 
‘golden ages’, where my results mainly echo Mrs. Robinson’s.? It is called 
‘classical’ growth because the underlying system of assumptions is of a 
markedly pre-Keynesian character; but I have not tried to see exactly 
how the story I tell fits in with particular classical or neo-classical authors, 
nor are all the assumptions made typically classical. 

I have cast the story in a more classical mould than Mrs. Robinson 
because I wanted to examine the problem of growth (and distribution) 
under conditions in which, so far as possible, supply and demand are in 
equilibrium. Thus, for the most part, it is assumed that the rate of interest 
will rapidly equate savings and investment. While the Keynesian problem 
is excluded, this is not true of the Harrodian problem, for much of the 
article is concerned with how the warranted rate of growth adjusts to the 
natural rate of growth.* Thus we assume that real wages rise and fall 
with money wages, ultimately ensuring that capital growth becomes 
appropriate to the natural rate of growth of the economy—the natural 
rate of growth being equal to the rate of population growth, since inven- 
tions are excluded.‘ The reader must thus accustom himself to the strange 


1 I am indebted to Mr. J. Black for several helpful comments. 

2 A golden age is a process of growth where all goods and factors grow at the same con- 
stant rate. The stationary state may be considered as a special case of a golden age, where 
the growth-rate is zero. 

* To this extent the subject of the article is the same as that of Professor Swan in 
‘Economic Growth and Capital Accumulation’, The Economic Record, Nov. 1956. (I saw 
his article only when this was almost complete, and in any case my assumptions differ 
widely from his.) Professor Solow dealt with the same question, reaching similar results, 
in ‘A Contribution to the Theory of Economic Growth’, Q.J.H#., Feb. 1956. The present 
treatment seems to differ sufficiently from that of either of these authors not to be merely 
repetitive. 

* Arise in real wages may also, apart from its effect on the overall savings ratio, equilibrate 
the natural and warranted rates of growth by raising the capital: output ratio. This can 
happen either (2) because the price of a given machine is raised relative to the price of the 
output, or (b) because the capital: output ratio falls in real terms, as, for example, would 
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idea that wages rise only when more labour is demanded, and that the 
rise in wages does not affect the price of consumption goods. 

Another salient feature of the article is that time never enters as a 
variable. Items of capital equipment have fixed gestation periods and 
durability. Time may be the essence of capital, but as Dr. Lange has 
emphasized,! variable time periods are not. At all events, there is plenty 
to say without them, although, of course, any full treatment must admit 
time as a variable. 

Assumptions which are made throughout, and may therefore be con- 
veniently detailed here, are as follows: 


(a) Land is free. 

(6) Labour is homogeneous. 

(c) There is pure competition. 

(d) The economy is closed. 

(e) There is only one consumption good. 

(f) The price of the consumption good is constant throughout. (We 
can suppose that the quantity of money is manipulated by the 
authorities to keep this price constant—in classical manner the 
equilibrium level of the rate of interest is unaffected by the amount 
of money.) 

(g) Working capital in the consumption-good industry is negligible. 

(h) Capitalists maximize the rate of profit on capital. Alternatively, 
where this is meaningless because the rate of profit is expected to 
vary, they maximize the ratio of the present value of expected 
returns to the price of equipment. 

(t) There is a known and unchanging ‘spectrum’ of techniques, con- 
sisting of one or more techniques. 

(j) Labour supply is perfectly elastic at some minimum wage until 
employment reaches a certain percentage of the population when 
the supply curve slopes upwards. It does not become vertical. 


In considering the first and last assumptions it may be helpful to think of 
the growth as referring only to the industrial sector of an economy drawing 
its labour from an agricultural hinterland. The minimum wage may then 


happen if fewer men were employed per machine. But (a)—the Wicksell effect—is unreliable, 
since a rise in wages can either raise or lower the price of a machine in terms of output—this 
is discussed further on p. 158 below, and in the Appendix. The effect (b) plays some part in 
our analysis when we come to a ‘spectrum of techniques’, but so also does the effect of 
higher wages on savings. In contrast, in Professor Swan’s analysis (loc. cit.) it does all the 
work, for he assumes that the distribution of income, and savings, is constant (and that 
there is no Wicksell effect) throughout the process of capital accumulation. Professor Solow 
also relies primarily on the capital: output ratio, and where he does introduce a variable 
savings ratio he makes it a function of the rate of profit, and not the distribution of income. 
1 ‘The Place of Interest in the Theory of Production’, R.£.S., June 1936. 
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be thought of as an ‘urban subsistence’ wage sufficient to draw in the 
under-employed from the hinterland. 

But I am not really concerned with being realistic. There is no intention 
whatever of drawing a true picture. If there is any justification for the 
investigation of the logic of such oversimplified models as that dealt with 
here it is that, because of its unreality, it may bring into prominence 
certain relations or ideas which will still play their part in more realistic 
representations. 

The article is divided into three parts, the first dealing with a single 
technique, the second with a spectrum of techniques, and the third con- 
sisting of concluding remarks. The earlier sections of each part are con- 
cerned with the pattern of growth, and the later with the measurement of 
capital, the production function, marginal productivity, and the distribu- 
tion of the National Income. Varying assumptions about population 
growth, continuity of techniques, depreciation, expectations, and the 
savings function, are used. The assumptions which are not varied have 
already been listed. 


PART I. A SINGLE TECHNIQUE 
Assumptions and Definitions 


The consumption good is produced with labour and machines. The 
amount of capital is measured by the number of machines. But ‘capital’ 
is used also to refer to the money cost of a machine or machines. The 
number of operators per machine is fixed, and so is its output. The one 
and only kind of machine is produced solely by fixed inputs of labour 
applied at fixed intervals. These assumptions are not relaxed in Part I. 

Other initial assumptions which will be relaxed are: 


(a2) Workers only consume: capitalists only save (the J. R. savings 
assumption!). 

(6) Savings are automatically reinvested by capitalists (the J. R. in- 
vestment assumption). 

(c) Capitalists neither lend nor borrow (the Polonius assumption). 

(d) Machines are everlasting. 

(e) The labour inputs which produce a machine are all put in a 
negligibly short time before the machine can operate (negligible 
gestation period). 

(f) Capitalists expect the rate of profit will continue unchanged, regard- 
less of what has happened to it in the past (unit elasticity of expecta- 
tions). 

(g) Constant population. 


1 ‘J. R.’ will be used as a convenient abbreviation for a reference to Mrs. Joan Robinson. 














5 i 





I. M. D. LITTLE 155 


The Initial Position 

The number of machines, and hence employment in the consumption 
sector, is given. The given wage determines the rate of profit per machine, 
and the cost of the machine, and hence the rate of profit on capital in- 
vested, which is assumed positive. 


1. Growth 


To begin with, the wage is constant and each new machine adds the 
same amount of profits. Therefore profits and investment remain a 
constant proportion of capital, which grows at a constant rate. Employ- 
ment and output grow at the same rate. But later the wage starts rising, 
when each new machine reduces the rate of profit per machine, and hence 
the rate of growth of capital, employment, and output. At some wage- 
level total profits, and hence the production of machines, will be at a 
maximum. Thereafter labour flows from the investment to the consump- 
tion sector. But this flow cannot prevent total employment and wages 
rising further, for any stabilization of wages while profits and investment 
are still positive would result in an increase of profits, and hence invest- 
ment, and so reverse the flow. Thus, the growth continues to a stationary 
state with zero profits and investment. 


Relaxing the Assumptions 
(i) Savings and Investment 

Zero profits in the stationary state are entailed by the J. R. assumption 
that savings and investment necessarily equal profits. Instead, let us 
assume that capitalists, given the rate of interest, save a constant propor- 
tion of their income. But this proportion may be changed by a change in 
the rate of interest. Zero savings, and hence the stationary state, may 
now emerge with a positive rate of profit. 

Let us also divorce savings and investment decisions, and introduce a 
perfect market for loans. Owing to the unit elasticity of expectations for 
profit rates, investment becomes infinitely elastic at the level at which the 
interest rate equals the profit rate, and competition ensures equality of the 
two rates. The profit rate is the ‘natural’ rate of interest, and if the market 
rate exceeds it then no one will invest; if it is below it, there is an infinite 
demand for loans so long as the two rates are regarded as certain to 
continue. Thus investment is very rapidly brought into equality with 


1 The total wage bill, given our assumptions, always equals the output of consumption 
goods. When wages rise, the proportional increase of total labour employed falls short of 
the proportional increase of the output of consumption goods by the proportional increase 
of wages. Therefore the proportional increase of labour in the investment sector falls, 


becoming negative if wages rise enough. 
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savings, and we may regard savings as determining investment via the 
interest mechanism. 

As before, we start with a constant wage, and the growth of capital and 
income therefore proceeds at a constant rate, with a constant rate of 
profit. Then the wage rate rises and reduces the rate of growth, and the 
economy approaches, at an ever-decreasing rate, the stationary state.1 


(ii) Depreciation 

We now relax the assumption that machines are everlasting, and give 
them a definite life. 

If J. R. savings assumptions are made, it can be simply assumed that 
the whole of gross profits is saved. But, on the relaxed assumption where 
savings are only a part of capitalist income, then depreciation necessitates 
our defining capitalist income. We assume that the capitalist income, 
which enters into the savings function, is whatever is left over after worn- 
out machines have been replaced (this causes no difficulty on a one- 
technique model—but may be paradoxical when machines are replaced 
by better machines). On any conventional depreciation system when 
growth occurs, depreciation allowances are in excess of the sums required 
for replacement. Our capitalists’ ‘income’ is then defined as their net 
conventionally accounted income plus any increase in depreciation funds. 

The introduction of depreciation does not modify the essential form of 
the growth story, although obviously growth is slower than if machines did 
not need replacing, and the stationary-state output is lower. A constant 
rate of growth is still implied by a constant wage rate, because replace- 
ment is, with constant growth, a constant proportion of gross investment. 
As the wage rate rises, and growth slows down, replacement comes to 
form an ever-higher proportion of gross investment, until there is no net 
investment. 


(iii) Changing Population 

Let us now assume that the population grows at a constant rate, and 
that this rate is autonomous. The wage rate, it is assumed, now becomes 
a function of the proportion of the population employed (in the industrial 
sector). It is now possible to have a constant wage rate between the 


1 If we assumed that workers saved, as well as capitalists, then it would seem possible to 
have positive savings even at a zero rate of interest. But this theoretical awkwardness is 
ruled out by our assumption that the monetary authorities manipulate the quantity of 
money to keep the price of the consumption good constant. For if there were positive savings 
at zero interest rates, there would be a deficiency of demand and the price of the consump- 
tion good would fall. The authorities would increase the amount of money to prevent this 
happening, i.e. until workers no longer wanted to save. Perhaps, however, it is simpler to 
assume that the situation does not arise, which we do in the text by keeping thé assumption 
that workers do not save anyway. 
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minimum rate and the maximum rate appropriate to a stationary state. 
This occurs when the rate of growth of capital, and hence employment and 
income, equals the population growth rate. If when the story starts, with 
constant growth at a minimum wage rate, the growth rate is higher than 
the population growth rate, then as before wages rise and the growth rate 
slows down. The closer the growth rate comes to the population growth 
rate the smaller is the increase per unit of time in the proportion of 
population employed, and hence the smaller the rise in wages and the less 
rapid the slowing up of the rate of growth. Consequently the system 
approaches asymptotically to what Mrs. Robinson describes as a golden 
age—a period in which all real economic magnitudes increase at the same 
rate—instead of, as before, a stationary state. 

If the population growth rate changes to a higher or lower rate, then 
wages fall or rise until the rate of growth of capital again equals the new 
population growth rate. 

If at the beginning of the story the rate of profit on capital was in- 
sufficient to allow capital to grow as fast as population, then we have an 
ever-growing ‘reservearmy ’oflabour. This isa case ofa divergence between 
the ‘natural’ and the ‘warranted’ rates of growth, and occurs because the 
equilibrating mechanism—real wages—is in its lowest notch. 

If population falls, e.g. from a stationary state, then the wage rate rises 
and the rate of profit falls (perhaps becoming negative) until savings are 
sufficiently negative for the rate of decline of machines to equal that of 
population. If gross profits become zero, and machines do not die fast 
enough, then we have an ever-growing reserve army of machines. This is 
an example of a warranted rate of decline failing to keep up with the 
natural rate, because the adjusting mechanism of real wages is in its 
highest notch. 


(iv) Expectations 

Thus far the relaxation of our initial assumptions has not given rise to 
any serious analytical difficulty. But from now on the story becomes 
rather less straightforward. 

We have been assuming that capitalists expect the current rate of 
profit to continue. This is all very well when it does, as when there is a 
reserve army of labour, or when there is a golden age. But during the transi- 
tion (which theoretically lasts an indefinitely long time), it implies that 


1 Only a slight adjustment to our assumptions is needed to make the model ‘Ricardian’. 
If industry uses no land, but there are decreasing returns in the agricultural hinterland, then 
the wage rises as capital accumulates, because food rises in price relative to the consumption 
good produced by industry. A golden age, other than a stationary state, is then impossible, 
because the wage rate would continue to rise even if machines and population increased at 
the same rate. 
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capitalists are always losing money. They borrow at, say, 10 per cent., 
expecting with certainty that the machines they build or buy will yield 
them 10 per cent. In fact their yield, taken over the course of their lives, is 
less. In a one-technique model, this difficulty could be by-passed by 
adopting the J. R. investment, and Polonius, assumptions. But even 
with these assumptions, difficulties arise when we come to consider multi- 
techniques. So we prefer to keep to our relaxed assumptions, and con- 
sider the difficulty at this point. 

Plainly we must assume that the fall in the rate of profit will be antici- 
pated. This means that the rate of interest must be below the current rate 
of profit. Each capitalist, or potential capitalist, makes some guess at the 
future course of the rate of profit on a machine. In fact he compares the 
marginal efficiency of capital, as defined by Keynes, with the rate of 
interest. As the marginal efficiency of capital is a subjective concept, and 
varies from individual to individual, investment becomes a declining 
function of the rate of interest. As interest rates fall, those who are more 
pessismistic about future profits are induced to invest. 

Thus anticipation of the fall in profit rates makes the rate of interest 
lower than it would otherwise be. But the interest rate still equates invest- 
ment to savings. Whether or not the pattern or speed of growth is 
affected depends upon the relation of savings to the rate of interest. If 
people save a lower proportion at lower interest rates, then growth is 
retarded.? But as the economy approaches a stationary state, or golden 
age, the rate of interest approaches the current rate of profit, so that the 
characteristics of these states or ages are unaffected. 


(v) Gestation Periods 


Let us now assume that the intervals between the application of at least 
some of the inputs of labour and the completion of the machine are of 
significant length. 

The first complication which this introduces is that the rate of interest 
enters into the price of a machine. When the wage rate rises it is now 
possible for the price of machines to fall, because the influence of a lower 
rate of interest may outweigh the higher wage.* Nevertheless, the rate of 


1 In this system, interest rates always fall. So there can be no difficulty about the interest 
rate having a floor higher than zero as a result of fears that the rate may rise. But, of course, 
there may be a floor when risk of default is taken into consideration. Nevertheless, it can 
be assumed that with the quantity of money adjusted to keep prices constant, this floor is 
always low enough to ensure that there will be no saving. 

? It is also worth noting that profits become a distinct category of capitalist income. They 
may be positive or negative, depending on whether capitalists in the aggregative are pessi- 
mistic or optimistic about the future of the rate of profit. 

3 The mathematics of this statement is given in the Appendix. We find there that the 
price of a machine is more likely to fall if the rate of interest is very low. This contradicts 
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profit on capital must fall when the wage rate rises. This can be shown 
by a reductio ad absurdum. Suppose the rate of profit does not fall with the 
rise in wages. This entails that the price of machines falls in the same 
proportion as profits per machine, which obviously fall with a rise in 
wages. But when wages rise the price of machines can fall only if the rate of 
profit falls contra hypothesi. 

The growth story is complicated, but not materially altered, by the fact 
that positive or negative investment may now occur within the investment 
sector. When growth is at a constant rate, then investment in the invest- 
ment sector is positive and growing at the same rate. In every period 
inputs of labour increase by the same proportional amount, this increase 
representing investment in the investment sector. But as the rate of 
growth of capital falls off, investment in this sector will also fall off, 
and then become negative when total profits begin to fall. When this 
investment in the investment sector is less than the savings from incomes 
generated in the sector, then these savings are borrowed by capitalists in 
the consumption-good sector for the purchase of machines. 

The principle can be most easily grasped by re-adopting, for a moment, 
the J. R. savings assumptions. Then, in any and every period, profits 
generated in the consumption-goods sector must equal, if equilibrium is to 
reign, the wage bill in the investment sector. The resultant inputs of 
labour in the investment sector determine the future flow of machines. 
When a batch comes to be sold equilibrium reigns if the machines are sold at 
a price which equals the value of the machine regarded both (a) as the sum 
of the value of the inputs compounded at the prevailing rate of interest, 
and (5) as the sum of the discounted expected profits from operating the 
machine. (If investment in the investment sector is decreasing, or in- 
creasing at a lower rate than the rate of profit, then payments for machines 
will exceed the wage bill in the investment sector, the difference being 
represented by borrowing by capitalists in the consumption sector from 
those in the investment sector.) 

That there should be such a price is ensured by variations in the interest 
rate. If the current rate of interest were above equilibrium, the maximum 
price which purchasers would be willing to pay for more machines would be 
less than that which gave their makers the profit rate they expected on 
invested labour. This might happen as a result of a fall in the rate of 
profit not having been foreseen. In this event the machine-makers would 
probably wish to cut down on their invested labour, which would result 
in a deficiency of demand. But in this event there would be an excess 


Mrs. Robinson’s finding (op. cit., pp. 120, 127, 406). The reader should also consult Professor 
Swan (loc. cit.) for a very full analysis of the ‘Wicksell Effect’, in which he demonstrates the 
possibility of a rise in wages resulting in a fall in the value (in terms of product) of a ‘standard 
axe’, 
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supply of loans and the rate of interest would fall, until an equilibrium 
price for machines was restored.1 

Thus possibilities of disequilibrium clearly exist. But theoretically at 
least the rate of interest can restore equilibrium. That there should be no 
deficiency of demand requires (given J. R. savings assumptions) that there 
should be some rate of interest low enough to make capitalists in the 
consumption-good sector willing to pay enough for machines to make those 
in the investment sector willing to employ sufficient men in building them 
to make the investment-sector wage bill equal to the profits (= savings) 
in the consumption-good sector—or, more simply and more generally, 
low enough to make savings equal investment.? That the rate of interest 
should be an efficient stabilizer is not implausible in the very simple 
economy we are envisaging, where the only risk is that real wages will rise 
faster than one expects. 


2. The Production Function and the Measurement of Capital 


I assume that a production function strictly means that the amount of 
capital and labour employed determines a unique amount of product pro- 
duced, where amounts of the two inputs and the output are all unequivo- 
cally measurable. 

In our one-technique system it is obvious that we can write P = f(C, L) 
where capital is measured by the number of machines, and labour by the 
number of man-hours, and where P stands for the number of units of the 
consumption good. If we are to be really strict then it is equally clear that, 
neither in this case nor in any other than a stationary state or golden age, 
can we write a production function for the whole economy—because 
machines and, say, food cannot be aggregated in physical terms, and no 
unique index of output can exist where the proportion of machine to food 
changes.* But in a stationary state there is no (net) output of machines, 
and in a golden age the ratio of machines to consumption goods is constant. 


3. The Distribution of the National Income 


This traditional problem is closely bound up with growth, as has been 
seen by many authors, including, of course, Mrs. Robinson.‘ The neo- 


1 It now becomes possible for rates of interest to rise as well as fall. The future fall in 
profit rates may be overestimated, and expectations revised. The possibility of a rise adds 
to the likelihood of there being a minimum rate of interest greater than zero. 

2 Mr. Kaldor (cf. ‘Alternative Theories of Distribution’, R.Z.S., 1955-6) regards a change 
in the distribution of income, which comes about as a result of prices being more flexible 
than wages, as the short-run equilibrating factor. There is no reason why we also should not 
regard this factor as reinforcing interest rates in curing a short-term deficiency of demand. 

* But see Professor Swan, loc. cit., pp. 343-5, for a trenchant defence against Mrs. 
Robinson’s attacks on the sin of ‘illegitimate’ aggregation. 

* But also recently and notably by Mr. Kaldor, loc. cit., and by W. Arthur Lewis in T'he 
Theory of Economic Development. 
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classical concern with the problem of distribution in stationary states, and 
with the role of marginal productivity, is undoubtedly rather narrow- 
minded. 

Marginal productivity plays no part in our one-technique model, for 
capital cannot be held constant when labour is varied. What then can we 
say of distribution ? 

Let us first assume that population is constant, so that long-run equili- 
brium implies a stationary state. Given the technique (including the 
durability of capital), distribution is determined by the fact that the wage 
must be such as to make net savings zero. We may assume that at any 
given interest rate both workers and capitalists save a proportion of their 
incomes, provided that capitalists save a higher proportion. Then the 
more thrifty either class is the higher must be the wage and the larger 
labour’s share. Workers are interested in minimizing the capitalists’ pro- 
pensity to consume, but capitalists are interested in maximizing both their 
own and the workers’ propensity to consume. ‘Spend’, say the capitalists. 
‘Let others save’, cry the workers. This does not seem to be historically 
true, but then it is a long time since we have seen a stationary state. 

Prior to the establishment of the stationary state, the determination of 
distribution is more involved. Consider first the stage when labour supply 
is perfectly elastic. A change in thrift on the part of capitalists will not 
then change the wage nor the rate of profit. But it will affect the rate of 
growth, and consequently the relative amount of employment in the 
investment sector. Now the share of profits in output in each sector is 
equal to the profit rate multiplied by the capital: output ratio. The profit 
rate in each sector is ex hypothesi the same, but the capital: output ratio 
may differ. Consequently an increase in thrift (on the part of capital- 
ists) will reduce the share of profits and increase that of labour if the 
capital: output ratio is lower in the investment sector, and vice versa. If 
it is the same in both sectors, then a change in thrift will affect only the 
rate of growth, and distribution will be determined solely by the technique 
and the given wage. 

If labour supply is imperfectly elastic, an increase in thrift (whether by 
capitalists or labour) will increase employment in the investment sector, 
and so raise the wage.? Unless the capital:output ratio is sufficiently 
higher in the investment sector to offset the increased wage, the share of 
labour will increase. ; 

Let us now assume that the population is growing at a constant rate, so 


1 The proportion saved by the workers must, of course, fall to zero at a zero or higher 
rate of interest. 

2 The increase in the wage resultant on increased employment reduces the increase in the 
rate of growth which results from a rise in thrift—but it cannot entirely offset it because the 
rise in the wage is itself consequent upon increased employment in the investment sector. 
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that long-run equilibrium is a golden age. Once again, the more thrifty 













































people are the higher must be the wage in order to keep the rate of growth 
of capital, income, and employment, from exceeding the population growth V 
rate. Thus, given the population growth rate, identical remarks apply as the 
in the case of constant population. But the higher the given population sav 
growth rate the lower the wage must be for the growth rate to equal the init 
population growth rate, and so permit the wage to remain constant and hav 
golden age conditions to prevail. Hence, ceteris paribus, the higher is poy 
population growth, the smaller is the share of labour. two 
The productivity of the technique also affects the distribution of income. tio. 

Suppose we compare two economies with identical rates of growth of 
population and savings propensities. This determines that, in equilibrium, Th 
they have identical profit rates. Suppose also that the technique in each, 1 
although different, is such that the cost of a machine in each is the same, eit 
provided the wage is the same. Suppose the wage is the same. But even en 
with all this the same, the distribution of income can be different. We om 
have determined that the amount of profit per machine is the same in via 
: each—but the output of the machines and the number of operatives may wnt 
be different, and this will result in a different distribution. The following the 
| arithmetical example (J. R. savings assumptions, zero gestation, ever- by 
lasting machinery) shows this clearly: on 
TaBLeE [? pi 
Wage bill in me 

Cost of a No. of | Wage | consumption Wage billin | Nat. | Labour's 

machine | Output | operatives| rate sector | Profit| both sectors |income| share bec 
Economy A.| 100 | 100 9 10 90 10 100 110 | 10/11 opt 
Economy B.| 100 20 1 10 10 10 20 30 | 2/8 f ban 
Clearly, ceteris paribus, the higher the capital: output ratio, the lower is sr 


labour’s share. A higher proportion of resources has to be devoted to 
maintaining the rate of growth. Tt 

So we can conclude first that, given the techniques, the distribution of 
income depends on the propensity to save and the rate of growth of 
population ; secondly that, given the propensity to save and the population st plc 


growth rate, it depends on the capital: output ratios (in both sectors).? aa 
Ww. 

1 Included in ceteris paribus is equality of capital: output ratios in the consumption and raj 
investment sectors. It is conceivable that a higher growth rate with a consequent higher Sir 
proportion of labour in the investment sector would entail a higher share for labour if the 
capital: output ratio in the investment sector was so much lower than that in the consump- 
tion sector that this offset the lower wage associated with the higher growth rate. *Ke 

2 Since there is a zero gestation period there are no profits in the investment sector, and imy 
the National Income consists of the wages bill in both sectors plus profits in the consump- me! 
tion sector. itse 

% This result is easily reconciled with that of Mr. Kaldor (loc. cit.), who suggests the the 
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PART II. THE SPECTRUM OF TECHNIQUES 


We shall now cover the same ground as Part I, but shall assume that 
there is more than one technique of production. We adopt the relaxed 
savings and investment assumptions (except where otherwise stated), but 
initially, as in Part I, assume that machines are (a) everlasting, and (6) 
have a negligible gestation period. We also initially assume (c) a constant 
population, (d) unit elasticity of expectations, and (e) that there are only 
two techniques, one ‘higher’ and one ‘lower’. These five special assump- 
tions are later relaxed. 


The Meaning of ‘ Higher’ and ‘ Lower’ Techniques 


We assume that the two kinds of machine corresponding to the higher 
and lower techniques require the same labour inputs to build them and 
have the same durability. The ‘higher’ machine has a lower output, and 
employs fewer operatives at a higher output per man. (For short we call 
‘higher’ machines ‘h-machines’, and ‘lower’ machines ‘]-machines’.) We 
could also more simply introduce higher and lower techniques by assuming 
that there is only one kind of machine, but that it can be operated either 
by, let us say, one man or two men. If operated by one man it has a lower 
output but a higher output per man (thus every point on the rising part of 
a short-run cost curve represents a different technique, most profitable at 
some wage rate). There is an important difference between these two 
methods of introducing two techniques. The first permits machines to 
become obsolete, because an l-machine cannot be used with, say, one 
operator instead of two; the second does not admit obsolescence since the 
machines are identical, and can be operated by either one or two men. 
Since, in general, we do not want to rule out obsolescence, we do not assume 
identical machines. 


The Choice of Technique 


A rise in wages reduces the profits obtained on the machine which em- 
ploys more labour more rapidly than the profits on the machine which 
employs less labour. Since the tivo machines cost the same as each other 
whatever the wage rate, it follows that the rate of profit on capital falls less 
rapidly with h-machines than with ]-machines as the wage rate rises. 
Similarly, it rises less fast as the wage rate falls. At high wage rates the 


‘Keynesian’ theory that distribution is determined by the rate of investment. First, he 
implicitly takes the technique and the rate of population growth as given. Secondly, invest- 
ment appears to be autonomous in his account. In our classical system it always adjusts 
itself to savings—so that it is the propensity to save, not the propensity to invest, which is 
the determining factor. 
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high output per man of the h-machines tells in their favour; but at low 
wage rates the higher absolute outputs of the l-machines favour them.} 

We assume that the machines are equally profitable at a ‘changeover’ 
wage rate which lies between the minimum wage rate and the long-run 
equilibrium wage rate. 


I. Growth with Two Techniques 


The growth story is unaffected until the changeover wage is vintieed. 
Then some capitalists construct h-machines instead of l-machines. The 
impact effect of this is that the rate of growth of output and employment 
is reduced and, as a result, wages rise less rapidly. Nevertheless wages 
must continue to rise. Since the rate of profit on h-machines is higher than 
that on l-machines at any wage rate above the changeover rate, the rate 
of accumulation of machines becomes greater than if the change of tech- 
niques had not occurred.* So far as the growth rate of output and employ- 
ment is concerned the fact that machines accumulate more rapidly must 
eventually outweigh the fact that the h-machines have lower output and 
employment. This can be seen as follows. Suppose that the wage rate did 
not change (although in fact it must on our assumptions), but stayed at a 
point just above the changeover-rate. Then, as already remarked, output 
and employment begin by increasing less rapidly than the increase in the 
number of machines (since h-machines have a lower output and employ 
less men). But as the number of ]-machines forms a smaller and smaller 
proportion of the total, the rate of increase of output and employment 
again approaches the rate of increase of machines. (If l-machines wore 
out, so that after a time there were none of them left, it is obvious that the 
rate of increase of output and employment must again equal the rate of 
increase of machines.) Thus the influence of the lower output and employ- 
ment on the growth rate is an ever-declining one. Consequently the fact 
that the accumulation of machines is greater at any given level of output 
or employment with h-machines becomes dominant, and the growth rate 
of output exceeds the rate which would have prevailed if no changeover 
had occurred. 


1 The zero gestation period assumption rules out the ‘freak’ case in which higher wages 
cause the choice of a less productive technique. See Champernowne, ‘The Production 
Function and the Theory of Capital: A Comment’, R.H.S., 1953-4, p. 118, and Joan 
Robinson, op. cit., p. 109. 

2 It should be emphasized that this depends on the assumption that workers do not save. 
Given this, the higher level of profits per machine entails a higher level of savings per 
machine. Without it, the lower level of output per machine could result in lower savings 
per machine. 

It is also worth noting that at any given wage rate, by virtue of our savings assumptions, 
machines accumulate faster with the higher technique in spite of a rise in the capital: output 
ratio. The fact that output per machine falls, and savings per machine rise, means, in 
Harrodian terms, that the savings ratio (S) rises more than the capital coefficient, so that 
G,, = S/C rises—where G,, here refers to the warranted rate of growth of machines. 
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Nevertheless, in spite of the changeover of techniques (or any given 
number of such changeovers) the rate of accumulation must fall as the 
wage increases. With the higher technique, at any wage rate higher than 
the changeover rate, profits per machine, although higher at that level of 
wages than with ]-machines, are lower than were profits per machine at 
wage rates lower than the changeover rate (if this were not so, then the 
higher technique would have been adopted before the changeover wage 
rate was reached—which is contradictory). So the change in techniques 
reduces, but cannot eliminate, the fall in profit per machine which is the 
result of rising wage rates. Furthermore, we have already seen (p. 159) 
that.if profits per machine fall, so also must the profit rate on capital fall, 
and hence also the rate of accumulation.! So rises in wages slow up 
accumulation in spite of also resulting in greater capital intensity,? and if 
there is a finite number of techniques the rate of accumulation must 
eventually approach zero. 


Comparison of Two-technique and One-technique Growth 


The following comparisons of the h-technique with the l-technique may 
now be made. (‘Levels of output’ refer only to levels reached after the 
changeover.) . 

(a) At any given level of output, the demand for labour in the consump- 
tion sector is lower. If the rate of accumulation of machines were 
the same or lower, the total demand for labour would be lower, and 
hence the wage would be lower and the profit rate higher. But this 
is inconsistent with the rate of accumulation of machines being un- 
changed or lower. Therefore h-machines accumulate more rapidly. 
As a result the rate of increase of output, after initially falling 
below, rises above the ‘1’ rate. 

(6) Before the rate of profit on h-machines falls to zero that on ]-machines 
becomes negative, and they are discarded. Thus on J. R. savings 
assumptions, l-machines must be discarded before long-run equili- 
brium is attained. But on the relaxed savings assumptions they 
may not be discarded, because the stationary state does not imply 
a zero profit rate. 

(c) Wages and employment (and the profit rates) become constant while 
]-machines are being discarded. This can be seen as follows. If the 
wage rate fell below the critical level 1-machines would revive. If it 

1 This continues to hold if the assumption of a negligible gestation period is relaxed. 

2 It should be noted that this slowing up of accumulation is not necessarily the result of 
labour’s share in the total product being higher. After the changeover of techniques labour’s 
share may be lower than before, and hence the overall propensity to save may be higher. 


But even if this is the case, the capital: output ratio will be sufficiently higher to result in a 
lower capital: savings ratio, and hence a lower rate of accumulation. 











166 CLASSICAL GROWTH 


rose above it, all l-machines would be discarded at once with a 
resultant fall in employment and the wage rate. Thus as h-machines 
come into operation, sufficient ]-machines are discarded to keep 
employment constant. Output rises (at a constant rate since h- 
machines are now accumulating at a constant rate) because the re- 
placement of l-machines by h-machines raises output per man. 

(d) The rate of growth of machines, and a fortiori the rate of growth of 
output, can never equal the initial rate of growth which prevailed 
with a minimum wage. In other words, the introduction of a 
higher technique reduces, but cannot eliminate, the damping effect 
of higher wages on accumulation. 


log output 











Time 
Dracram 1. 


(e) In the h-stationary state, the level of employment and a fortiori the 
level of output, is higher than in the ]-stationary state. This must 
be so because it takes a higher level of wages to reduce savings to 
zero with the more profitable technique in operation. 

A graphic comparison is given in Diagram 1.1 ABC is the growth line 
with one technique, ABDEF with two techniques. Growth is constant 
between AB and DE. 

The process of growth through one (or more) changes of technique may 
thus be generally described as follows. The introduction of more capital- 
istic techniques damps down the rate of growth of output and employ- 
ment corresponding to any given rate of accumulation of capital. But at 


1 The curve ABDEF is shown with two points of inflexion. This would tend to be the 
form if both output and employment were much lower with an h-machine, and if the supply 
curve of labour was fairly flat. Then the initial fall in the rate of output would be large, 
while the fall in the rate of accumulation of machines would be very slow. The tendency 
of the rate of growth of output to return to equality with the rate of growth of machines 
would then make the h-curve concave from above, until this force expended itself. If, how- 
ever, output was very little less with an h-machine, and employment was much less, the 
h-curve of output would not lie below the l-curve for long. If both employment and output 
were little less with h-machines, but the supply curve of labour was steeply inclined, the 
tendency for the rate of growth of output to return to equality with that of machines might 
be outweighed by the falling rate of growth of machines, so that the output curve would 
have no point of inflexion. 











tio 
h-1 
the 
ap) 
1-n 
gol 


I-n 
thi 
rat 











I. M. D. LITTLE 167 





the same time the more capitalistic techniques permit a higher rate of 
capital accumulation’ than would otherwise be possible. Under these 
influences the level of output of consumption goods, and of employment, 
will for a time remain below the level that could have been reached if less 
capitalistic techniques had operated. But in time, as labour becomes ever 
more scarce, capital intensity must begin to pay off in the shape of higher 
consumption, wages, and employment. 


Relaxing the Assumptions 
1. A Rising Population—Everlasting Machines 


As with one technique, if we assume that population grows at a con- 
stant rate then the system approaches a golden age, not a stationary state. 
But a complication may occur at the changeover from one technique to 
another. It is conceivable that the rate of growth of employment could be 
temporarily reduced below the rate of growth of population if all new 
machines were h-machines. But any tendency for this to happen would 
result in a fall in wages, and l-machines would then be built. Therefore 
just sufficient ]-machines would be built to keep the employment percentage 
and the wage constant. But such an equilibrium at the changeover point, 
with both kinds of machine being built, could only be temporary. This is 
because the rate of growth of machines at the changeover point is ex 
hypothesi greater than the rate of growth of population. Consequently the 
average employment per machine offered by each successive batch of 
machines must fall if employment is not to increase. Therefore the propor- 
tion of h-machines in each batch must increase, until eventually only 
h-machines are being built. Then the demand for labour must rise faster 
than population since the rate of growth of this demand eventually 
approximates to the rate of growth of machines (as the proportion of 
l-machines in being falls). And so the system continues en route for its 
golden age. 

The only other new point to make seems to be that it is less likely that 
1-machines will be discarded since the profit rate is higher in a golden age 
than in a stationary state. But if l-machines are not discarded a constant 
rate of growth, at a constant wage, is approached only as the proportion 
of l-machines in use becomes insignificant. 


2. Machines wear out—Population Constant 
The fact that machines will now be assumed to have a definite life also 
makes it possible that employment and the wage rate will temporarily 


1 This assumes that the amount of capital can still be measured by the number of 
machines, although there are two kinds of machine. For the justification for this see p. 173, 
n. 1, below. 
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stabilize at the changeover point. Part of the new machines produced in 
each period now replace worn-out machines. Each replacement of an 
l-machine by an h-machine reduces employment. This reduction may be 
less than the employment offered by those machines which constitute the 
net addition to the stock of machines (plus the increase of employment in 
the investment sector). If so, employment and the wage rise, so that only 
h-machines are ordered. Thus, for employment and the wage to rise with- 
out interruption, it must be the case that the reduction of employment 
caused by replacing all worn-out l-machines by h-machines is less than 
the addition to employment caused by the net addition to the stock of 
machines, such net addition consisting only of h-machines. The more 
rapid the rate of growth the more likely is this to be the case, because 
replacement is then a small part of gross investment, and because employ- 
ment in the investment sector is increasing more rapidly. 

But suppose that employment would be reduced if all new machines 
were h-machines. Then the wage would fall and there would be an im- 
mediate reversion to l-machines. Since the gestation period is zero it 
follows that the wage would stabilize. Sufficient ]-machines would be 
ordered to keep employment constant. Output would continue to rise 
owing to the higher productivity resulting from the increasing number of 
h-machines. 

But this stabilization of employment and the wage rate could only be 
temporary. For the total number of machines is increasing all the time. 
Therefore the demand for labour can be constant only if the number of 
l-machines is falling. Eventually, therefore, there are no 1-machines left, 
when the demand for labour and the wage rate must again rise. 

Another point to make is that since machines wear out, they may wear 
out before they become obsolete—in which case no process of discarding 
machines takes place, and the period of stable wages and employment 
consequent upon such discarding may not occur. 


3. Population rising—Machines wear out 


Given both these assumptions, it is obviously more probable that the 
wage rate will stabilize at the changeover point. It is now sufficient that 
the rate of growth of employment would be reduced to the rate of growth 
of population if all new machines were h-machines. But once again this 
phase is temporary, though the proof of this is a little more complicated. 
We saw, in the case of everlasting machines and rising population, that the 
proportion of h-machines in each new batch of machines must rise if the 
rate of growth of employment is to remain constant at a lower level than 
the rate of growth of machines, and that it followed from this that the 
phase was temporary. Is this still true? No. But what remains true is 
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that the proportion of h-machines in the net additional stock of machines 
must rise. Initially this can happen without any increase in the proportion 
of h-machines among new machines, because the number of machines due 
for replacement is increasing faster than the number of new machines 
(owing to the fact that the growth rate has been declining previously). 
But eventually, with new machines now increasing at a constant rate, 
replacement must come to increase at the same rate. When that happens 
it is again true that the proportion of h-machines among new machines 
must rise continuously if the demand for labour is not to increase—but this 
is impossible. So once again only h-machines are built, the wage rate 
rises, and the economy approaches its golden age. But the transitional 
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phase, with constant wages and employment, could last a very long time 
if the. profit rate was low in relation to the growth of population, and if 
there were many l-machines to replace—if, that is, the transition came late 
in the development process. 


4. Elasticity of Expectations greater than one 

As with one technique, the rate of interest will be below the current 
profit rate, and investment will be imperfectly elastic to changes in the 
interest rate. 

But there is now the added complication that capitalists will install 
h-machines before they become currently more profitable than 1-machines. 
This can be seen by reference to Diagram 2. The shaded area is the dif- 
ference in expected profits over the lifetime of the two machines (both 
lasting ‘n’ periods, and installed at the time ¢, at which time they are 
equally profitable). If a machine is to be installed at ‘—At, total profit 
sacrificed between t—Ai and ¢ by installing the h-machine at t—At is 
infinitesimal, while the difference in profit between t+-n—At and t-+-n is 
finite. 

1 If expected profits as a function of time are roughly linear over a life of a machine, then 


anticipation of the point of time? will be by rather less than half the life of the machine, rather 
less because of the greater discounting of future profits. 
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Different capitalists will anticipate differently. Consequently there will 
at first be a trickle of h-machines, which will become a flood when the 
current rates of profit come close together. The changeover is conse- 
quently smoothed, and uninterrupted growth is more probable because 
the rate of growth of employment will not fall so far below the rate of 
growth of machines.! 

As with a single technique, the analysis of stationary states and golden 
ages is, of course, unaffected. 


5. A Significant Gestation Period 


It is now assumed that h-machines and l-machines are made with 
identical inputs of labour spaced identically in time.? Thus although 
there is now a significant gestation period, the two kinds of machine will 
cost the same as each other whatever the wage rate and the rate of interest. 
This assumption greatly simplifies the exposition, because if the profit 
rate on an h-machine exceeds the profit rate on an ]-machine, then the 
rate of profit on capital, and hence the rate of growth, is also higher with 
an h-machine. Further to this, the equilibrium rate of growth of machines 
is determined by the wage rate and savings functions, and does not de- 
pend upon the types of machine being installed. 

The consequence for the changeover from one technique to another of a 
significant gestation period is that fluctuations in output and employment 
may occur, in spite of a continuous equilibrium of aggregate supply and 
demand. It is possible that in anticipation of them being more profitable, 
capitalists may begin to build sufficient h-machines so that when they are 
delivered (some of them to replace ]-machines), employment actually falls, 
or if the population is increasing, the rate of increase of employment falls 
below the rate of increase of population. Hence the wage rate falls until 
the profitability expectations are reversed, and ]-machines are laid down. 
When these are delivered employment and the wage rate must rise again. 
A number of such fluctuations could occur, but they can be only tem- 
porary, for exactly the same reasons as were adduced to show that a 
period of constant employment and wages, with both l-machines and 
h-machines of zero gestation period being built, could be only temporary. 
The fluctuations must damp out, and the economy resume its progress to a 
stationary state or golden age. 


1 Thus when all machines in a new batch are h-machines, this batch will be added to a 
mixture of h-machines and 1-machines, instead of ]-machines only. It is as a result of this 
that the rate of growth of employment never falls so far below the rate of growth of machines. 

* I do not think it can be argued that identical amounts of labour put in at identical 
times entails identical outputs. The men may still make different movements! It should 
also be noted that the present assumption rules out the ‘freak’ case already referred to 
(p. 164, n. 1, above). 
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6. Continuous Techniques 

What happens if there is a large number of techniques? It is clear that 
we have nothing further to add if one transition from l-machines to 
h-machines is over, that is, there are only h-machines, before another 
starts. 

But even if there is an overlap, the story is very similar. Hs-machines 
(higher still) now come in before all ]-machines have worn out or been 
discarded. But the analysis proceeds on essentially similar lines. In 
Diagram 1 one can imagine an hs-growth curve branching off the h-growth 
curve: and one can have as many such changeovers as one chooses. The 
economy proceeds through the resultant maze by taking every fork to the 
right. By so doing it ends up as far to the left (i.e. as high) as possible. 

Given continuity of techniques the important difference would appear to 
be that the possibility of fluctuations is much reduced, and the possibility 
of more than one period in which employment and the wage remain 
constant (other than in the stationary state) vanishes. The machine- 
makers begin to construct higher technique machines as soon as (or even 
before) the wage rate begins to rise. And as the wage rate gradually rises 
so the ‘degree of capitalization’ of the technique rises continuously. But 
now the effect of higher techniques in reducing the demand for labour 
below what it would otherwise have been is a gradual one. The rate of 
increase of the wage rate will gradually fall off under the influence of 
ever more productive machines replacing the lowest-technique machines. 
But as it falls off so will the rate of increase of the productivity of the 
machines being laid down. If the gestation period is short then one would 
expect an asymptotic approach to a temporarily (assuming such to be 
possible anyway) constant wage rate—although, if it is long, and machine- 
makers have expected a greater rate of increase of wages, it would still be 
possible for them to overshoot the mark and cause a fluctuation in em- 
ployment. 

When all the lowest-technique machines have been replaced a new 
phase begins. The fact that higher machines are now always replacing 
lower ones continues to be a brake on the rate of increase of demand for 
labour. But it can never again brake it to a standstill. For if it did, 
machines of still higher productivity would not be installed—but the 
productivity of the machines wearing out would be rising, and so the 
power of the brake, which depends on the difference in productivity, 
would be reduced. As always, the fact that the rate of accumulation of 
machines is greater than that of population is dominant. The wage rate 
must continue to rise and the rate of accumulation to fall. 

But with an infinity of techniques the rate of accumulation could fall 
continuously but nevertheless approach a higher value than the rate of 
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population growth—this being possible on our assumptions only if the 
share of labour did not increase. In this event there would be no golden 
age, for capital and output would continue for ever to increase faster than 
the population. This might be called a platinum age. 


II. The Production Function and the Measurement of Capital 


We first discuss the production function of the consumption good. If 
there are no more than two techniques in operation, and one knows the 
number of machines and the number of men, then the output is deter- 
mined because with a given number of machines there is only one ratio 
of h-machines to l-machines which will employ the given number of men. 

With more than two techniques any output within a wide range could 
be produced by a given number of machines and men. Therefore no produc- 
tion function can be written. But with more than two or with continuous 
techniques, axioms can be formulated to ensure that no more than two 
techniques will be most profitable at any given wage.? Consequently a 
production function is valid for a golden age or a stationary state (pro- 
vided that machines wear out), for then only two techniques will operate. 

If we had assumed that there was only one kind of machine, as e.g. 
Wicksell assumed,* then of course a production function is valid through- 
out the process of growth because a change of technique merely means 
employing a different number of men per machine. Obsolescent machines 
no longer complicate the issue. 

As with a one-technique system, no unique production function for the 
whole economy can exist, except in a stationary state or golden age-—for 
only in such conditions can there be a unique output indicator. This 
applies equally to a system where there is only one kind of machine. But 
the index-number problem which invalidates an aggregate production 
function does not prevent there being a production function, with partial 
derivatives equal to factor rewards, for each good—which is all that is 
required for marginal-productivity theory. As we have seen, such pro- 
duction functions are valid for golden ages, i.e. for comparative ‘static’ 
analysis. 


III. Marginal Productivity and Distribution 


Suppose that there are two techniques, and that the wage rate is that 
which makes both machines equally profitable. Assuming as before that 
both machines cost the same, it follows that the extra product of the 
l-machine must equal the wages of the extra men needed to operate it. 


1 See Solow, loc. cit., pp. 72-73. 
* See D. G. Champernowne, loc. cit., p. 116. 
® In an ‘Analysis of Akermann’s Problem’, Lectures, pp. 274 ff. 
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In other words, labour gets its marginal product.’ But this is true only at 
the changeover wage rate. At a higher wage rate labour gots more than its 
marginal product, and at a lower wage rate less. 

Thus in any stationary state, or golden age, where labour is paid more 
than its marginal product only the higher technique will (if machines wear 
out) be in operation, and vice versa. If there were three techniques and a 
golden age wage rate lay between the two changeover wage rates, then the 
middle technique would be in operation, and the wage rate would lie 
between the marginal product of labour taken between |]-machines and 
h-machines, and the marginal product taken between h-machines and 
hs-machines. 

Thus with more than two techniques we can say that the wage rate 
always lies between two values of the marginal product, and that technique 
will be in use (in a golden age) which gives limits to the marginal product, 
one on either side of the wage rate. 

With continuous techniques axioms can, as we have seen, be formu- 
lated to ensure that two and only two techniques will be equally most 
profitable at every wage. The wage then determines which pair of tech- 
niques will be in use, by the condition that the marginal product equals 
the wage. 

If one is not in a golden age the condition still determines which 
technique, or pair of techniques, will be most profitable—but a life-history 
of the economy would be required to know which techniques, and how 
many machines corresponding to each, are actually in use. 

With one technique all that one needed to know to determine both out- 
put and the wage, and hence the distribution of the National Income, was 
the population, the rate of growth of population, and the savings function. 
These determined the equilibrium profit rate, and hence the wage (and 
the proportion of the population employed). But with more than one 
technique we require the condition that the marginal product equals the 
wage (or some version of the condition which allows for discontinuity of 
techniques) to determine the technique, and hence the wage (and the 
proportion of population employed). But it should be emphasized that this 
is merely another way of saying that we require the condition that capital- 
ists use the most profitable technique. 

Suppose we compare two economies in both of which the rate of popula- 
tion growth and the propensities to save are the same—so that the rate of 
profit is the same. But suppose the wage and the marginal product in A 





1 This does not depend on our assumption that both machines cost the same, provided 
that the method of measuring capital is suitably amended. Our measurement, i.e. the 
number of machines, is a special case of Champernowne’s method by which the relative 
amounts of capital in two machines is defined to be their relative cost at the wage rate 
which makes both equally profitable. See D. G. Champernowne, loc. cit., p. 117. 
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is twice that in B. Now if the capital: labour ratio is the same (as e.g. if 
machines were to cost the same as the same wage and profit rate, and 
were to employ the same number of operators), it follows that machines 
cost twice as much in A. Since the profit rate is ex hypothesi the same, it 
follows that the output of a machine must be twice as great. The wage 
bill and profits are both necessarily doubled, and so the share of labour 
is unchanged. But, as we saw in the one-technique case, if the capital : 
labour ratio is different then the share of labour is different even if the 
wage, and hence the marginal product, is the same. 

We may conclude therefore that the share of labour in long-run equili- 
brium depends on the rate of population growth, on thrift, and on the 
capital: labour ratio (but, of course, the marginal productivity condition 
plays its part in determining the capital: labour ratio). 

Some remarks can be made about the share of labour during the process 
of growth towards a golden age. Suppose that there are many techniques 
but still finite ranges of wage rates for which there is a single most profit- 
able technique (or at most two equally most profitable techniques). Then 
the accumulation of capital with any given technique raises the share of 
labour. But when a changeover point is reached, the profit on h-machines 
is the same as on ]-machines. But output per h-machine is lower, and 
hence the share of labour falls as the new machines come into operation. 
However, accumulation continues, and the wage rate rises. This influence 
must in time outweigh the former, since, as h-machines account for a 
higher and higher proportion of the total, the rate of increase of output 
speeds up, and the adverse effect on labour’s share of the reduction in the 
rate of increase of output becomes smaller. Eventually, therefore, the 
increase in wages takes charge and labour’s share rises—unless by then a 
still higher technique is coming into operation. But if wage rates and 
techniques rise continuously, then the favourable effect of higher wages 
on the share of labour may or may not be offset by the unfavourable 
effect of higher techniques.! 

Thus prior to the establishment of a golden age the course of the share 

1 It should be noted that in our model there is throughout only one technique in the 
investment sector, in which therefore the share of labour always rises with a rise in wages. 


So far as the consumption sector is concerned let 1 = labour, p = product, and w = wage 
rate. Then the share of labour is lw/p, and 
d(lw/p) eS 1 dl dp 
dw op? Pattee j 


but < =w = since the wage equals the marginal product of labour. 
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Since (p— lw) is positive, and di/dw is negative, the response of the share of labour toa 
change in the wage rate may be positive or negative. 











of |: 
of 1, 


lab 
the 














I. M. D. LITTLE 175 


of labour depends upon the reactions of techniques to a rising supply curve 
of labour. The greater is the rise in the average productivity of labour in 
response to a higher wage, the more likely is it that labour’s share will 
fall.1 It does not, of course, follow from this that capital intensity makes 
labour worse off, for total output always becomes higher in the end with 
the more capitalistic technique. 


PART III. CONCLUDING REMARKS 


In conclusion, I wish only to emphasize again the fact that there has 
been no intention of being realistic. But growth and distribution theory 
have only recently again become fashionable with economists, and it may 
still be worth while to work out the consequences of all sorts of assump- 
tions, even where these are outrageous—such as the assumption that 
population growth is autonomous. My basic long-run assumptions have 
been mainly taken from Mrs. Robinson, and my concern was very largely 
to tell a revised story of how the economy proceeds through a changeover 
of techniques (since I found it difficult to understand some parts of the 
authorized version). 


APPENDIX 
The Effect of Higher Wages on the Price of Machines 


THE ‘Wicksell’ effect states that an increase in the value of capital will be accom- 
panied by a rise in wages and a fall in interest rates, with a resultant increase in the 
price of capital, so that ‘part of the increase in capital is absorbed by increased wages 
(and rent) so that only the residue of the increase in capital is really effective so far 
as a rise in production is concerned’.? Professor Swan has shown that with durable 
capital goods an increase in capital may be accompanied by a fall in the price of 
equipment (in terms of product), and that there is therefore no a priori argument in 
favour of a ‘positive Wicksell effect’.* 

Since neither Wicksell’s nor Swan’s mathematics are very easy for those not expert, 
and since the effect can be more easily shown by examining directly in terms of our 
model the influence of a change in wages on the (equilibrium) cost of equipment, and 
since my results differ from Mrs. Robinson’s,‘ I here rework the problem in the 
simplest possible terms. 

In the following argument, gestation is constant at n periods as in our model, and 
machines are everlasting. They are of only one type and are made by labour in a single 
riod. These restrictions do not seem to destroy the generality of the argument. 

Let C be the cost of a machine, P the periodic value of its output at a constant 
product price, W the periodic wage bill of its operators, and r the rate of profit. Since 
the wage rate is the same for machine-makers and operators, and techniques are fixed, 
the wage bill for the labour making a machine may be written as kW, k being a 
constant. k is then the ratio of the men required to make a machine to the men 
required to operate it. 


1 Or, more precisely, labour’s share falls if average productivity is elastic with respect to 
the wage rate, and vice versa. 

2 Wicksell, Lectures, p. 268. 3 Loc. cit. 

4 It is clear that Mrs. Robinson recognized that the Wicksell effect can go either way 
(see e.g. The Accumulation of Capital, p. 406), in spite of her unqualified statement on 
p. 391 quoted by Professor Swan. I differ from Mrs. Robinson only in that she claims that, 
at very low interest rates, an increase in wages must raise the price of equipment. 
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By definition, l+r= 1455" (1) 
and, in equilibrium, C = kW(1+r)*. (2) 
From (1) and (2) kW(1+r)*4! = kW(1+r)*+P—W 

r(1+ry® = ie (3) 
dC Wn dr 
From (2) aw mater awh (4) 
dr 1 
eis dW — kW? (1+r)-(1+r+en)" (6) 
Substituting (5) into (4) we have 
dC Pn 
aw = Mit! —- was 
q dC ‘ 
Whence, using (3), aw ee te —n}. (6) 


This equation expresses the effect of wages on the cost of machines as a function 
only of the rate of profit (or interest). The effect is positive or negative according to 
whether kis greater or less than n/(1+-r)"*+1. Therefore, in contradiction to Mrs. Robin- 
son’s argument (Accumulation, p. 406), the higher the rate of interest the more likely 
is it that the effect is positive. Also, the higher the ratio of the number of men needed 
to make a machine to men needed to operate it, the more likely is the effect to be 
positive. 

There is thus no purely theoretical reason why the price of machines should go one 
way rather than the other. But let us evaluate the expression n/(1+7r)"* for a few 
values of r and n, as in Table I. 








TABLE 1 
r= 1/6 | r=1/10 | r=1/20| r=0 
n=] 0-69 0-83 0-91 1 
2 1-16 1-50 1-73 2 
3 1-45 2-05 2-47 3 
4 1-61 2-48 3-14 4 
5 1-68 2-82 3-73 5 

















The figures in the table indicate the critical ratio of men required to make a machine 
to men required to operate it. If the ratio exceeds the appropriate figure in the table 
then the price of machines rises with wages.! 

Of course, the assumption that machines are made by labour in a single period is 
absurd. But if they are made by a given number of men working throughout the 

1+n 

gestation period, the weighted average of a column, where the weights are . ; 
gives the answer. For example, if machines take 24 years to build, and the rate of 
profit is 10 per cent. for 6 months, compounded biennially, then the critical ratio of 
men required to build to men required to operate a machine is just under 2. Such 
figures do not suggest that a negative Wicksell effect need be freakish, although it 
must be borne in mind, in considering the orders of magnitude, that in our model 
there are no machines to make machines. 


1 The figures in the column r = 0 look false if one forgets that a zero rate of interest does 
not imply that interest is constant as the wage rises. 
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Furthermore, the above account is in terms of one technique. If a higher technique 
is adopted when wages rise, then the rate of profit is maintained at a higher rate 
than would otherwise have been the case. In other words, the fall in the rate of profit 
(and interest) consequent upon a given rise in wages is reduced. Therefore there is 
a lower probability that the price of machines will be reduced, although it can be 
shown that it still remains a possibility. 


NUFFIELD COLLEGE, 
OXFORD. 








AN INTERNATIONAL COMPARISON OF ‘OVER- 
EMPLOYMENT’ TRENDS IN MONEY WAGES 


By COLIN CLARK 


‘OVER-EMPLOYMENT’ might perhaps best be defined as that state of 
affairs in which the number of unfilled vacancies for labour greatly exceeds 
the number of unemployed. 

While this is probably the best definition, it is not very practicable 
statistically. We cannot ever hope to get a complete measure of the 
number of unfilled vacancies. Even direct inquiry among employers, i 
we could afford the time and money for it, would still probably give us 
rather uncertain accounts of the number of their unfilled vacancies. In 
Britain, where State Labour Exchanges are an institution long established, 
and form part of the administrative machinery of a system of compulsory 
unemployment insurance, so that employers make more use of them than 
they would otherwise, use can perhaps be made of statistical records of 
the number of unfilled vacancies. Even under these circumstances, how- 
ever, statisticians consider that these figures can only be used with extreme 
caution. 

While an excessive number of unfilled vacancies for labour can therefore 
hardly ever be the subject of direct statistical enumeration, we all know 
the cycle of consequences which follow from this state of affairs. Labour, 
both individually and collectively, conscious that it is in short supply, 
seeks to take advantage of the situation, sometimes through a direct in- 
crease in wage-rates, but not necessarily always in this way. Labour may 
also seek changes in working conditions, additional overtime, a higher 
proportion of work paid for at overtime rates, up-grading, and a variety 
of indirect concessions (whose consequences will show in statistics of 
‘earnings’, but not in statistics of ‘wage-rates’). 

But at the same time the employer, knowing that his competitors, and 
often his customers, are short of labour too, will also take advantage of the 


situation, sometimes too through direct price increases, sometimes in- | 


directly through delayed delivery, withdrawal of discounts, deterioration 
in the quality of goods supplied, and in other indirect ways. The conse- 
quences of his actions may not always show themselves in statistics of 
price changes, though they will in statistics of profits. 

So while wages are rising, profits are rising too, and the prices of goods 
are rising (or their quality deteriorating). A rise in the cost of living, quite 
apart from any state of labour shortage, gives labour further grounds for 
asking for higher wages. And so the spiral may continue to turn, until 
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some outside event happens to reduce demand, or to place a substantial 
quantity of additional goods upon the market. 

The rate of increase of money wages through time is a precisely measur- 
able factor statistically, and examination of this factor should help us to 
measure the extent of over-employment. But let it be made quite clear 
that it is being isolated just as one measurable factor in the whole cycle 
of events resulting from over-employment. It is certainly not meant to 
imply that it is demands for wage increases which are responsible for 
keeping the inflationary spiral turning. Demands for increases in money 
wages certainly do occur under these circumstances ; but it is quite wrong 

‘to suppose that these always represent an inordinate claim on the part of 

Habour to increase its share in the distribution of the national product. The 
evidence which we have shows that often (not always) a period of increasing 
money wages and rising prices is one in which labour’s share of the product 
tends to diminish—profits increase faster than wages. 

Mr. Kalecki’s! well-known ‘demonstration’ that the share of labour in 
the total product is determined by the ‘degree of monopoly’ (measured by 
difference between price and marginal cost expressed as a fraction of price) 
cannot be substantiated. In the first place, to establish his theorem, Mr. 
Kalecki has to assume that all industries are working under a condition 
of constant returns, which of course is very far from the truth either in the 
long period or in the short period. And also, in a most extraordinary 
manner, Mr. Kalecki tried to prove that the degree of monopoly deter- 
mined the share of the product received by manual workers only, exclud- 
ing salary-earners. 

But it remains true to say that there are some reasons, both theoretical 
and empirical, for believing that gross profits may represent a little- 
changing proportion of the total money value of the national product, 
even when this change is considerable. Such a relationship has been found 
to prevail over a period when the most striking range of economic fluctua- 
tions have taken place in Australia.? Such comparative constancy of the 
profit margin as a proportion of final price might indeed more readily be 
expected to prevail in a country where manufacturers are to a large degree 
shielded from foreign competition. 

Under these circumstances, a rise in money wages may bring only a very 
short-lived benefit to the wage-earner. In an economy largely isolated 
from foreign competition any monopolist or semi-monopolist will probably 
be able to increase his profits in much the same — as the increase 


in the purchasing power of the market. 
As was said by both Marshall and Keynes on various occasions (though 


1 In Essays in the Theory of Economic Fluctuation, 1939. 
® Professor T. W. Swan, private communication. 


4520.2 N 





180 INTERNATIONAL COMPARISON OF ‘OVER-EMPLOYMENT’ 


in somewhat different contexts) those who wish well towards labour were 
much more likely to attain their object if they could promote a reduction 
in prices rather than an increase in money wages. 

Where circumstances quite different from the present prevail, as during 
the universal depression of the 1930’s, or during the war, other rules may 
apply, and we need not at the moment concern ourselves with these 
periods, nor with the immediate post-war years. Let us, however, examine 
the situation, for all the countries for which we have accurate information, 
as it has been since 1948. The data on money wages are best expressed in 
the form of annual percentage rates of increase. Because in several 
countries there are important seasonal factors in money-wage payments, 
we express quarterly figures (see diagrams) as a percentage of the corre- 
sponding quarter in the previous year. 


TABLE I 


Rates of Increase of Money Wages, per cent. per year 
(Increases over Previous Year) 















































Key to wage statistics 
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we $ z -~ :$ 
1956 J s g g S is) at ~~ 
(latest | = g Ss |j2 a 
available & = |3 33 
1949 | 1950 | 1951 | 1952 1953 | 1954 | 1955| figure) 5 = ls 3 
Egypt -10 10-2 146 35 2-1 2-1 | na. n.a. E G WwW 
Canada 71 43 10-8 9-1 58 30 | 3-2 4-4 E G WwW 
8-0 5-1 12-7 | 10-6 5-1 3-7 | 26 4:3 E M H 
India 110 | —1-9 7-2 74 | —O1 0 n.a. na E M M 
Japan . 68-2 20°8 26-0 | 18-3 16-0 69 | 40 6-4 E G M 
Philippines 19 | —02 | —2-1 0-4 0-8 0-8 | 155 n.a. R Ga D 
Austria na. na. n.a. na. na 58 | 7-2 4-2 E M M 
Belgium 3°8 16 105 33 | —1°0 1:7 | 23 na. E G D 
Denmark 4:3 55 9-8 9-4 40 42 | 41 5-1 E G H 
5-8 19-4 34-7 44 13 26 | 42 4-7 E M H 
France 121 10-2 27-8 | 16-3 2°8 58 | 7:3 9-7 R G H 
Germany 14-2 6-7 13-2 75 43 2-4 | 6-7 9-5 E M H 
Ireland 3-2 28 12-2 70 40 33 | 53 9-2 E M H 
Italy 49 18 9-8 48 2-4 35 | 62 3°5 E M H 
Netherlands 3-7 6-0 78 20 20 | 11-0 | 45 3-3 E M H 
Norway 46 61 15°2 | 12-1 4-2 4 5-3 45 E M H 
Sweden 3-9 41 20°7 | 19-0 43 40 | 03 8-2 E M H 
Switzerland 22 0 2-2 3-1 3-1 20 | 20 3-0 E G H 
U.K. . 3-5 3-5 10-2 75 5-0 62 | 83 8-9 E G H 
Australia - v8 13-2 | 26-4 | 158 6-0 41 | 62 8-0 E G Ww 
New Zealand . 6-0 6-4 13-5 40 78 69 | 3-8 16 R G H 
Daa. » 8-9 3-4 8-4 46 72 3-4 | 3-2 48 E G iH 
*Specially constructed index. 


Data from current issue of International Labour Review. 


This table starts in 1949 in order to avoid the years of immediate post- 
war reconstruction, in which, starting from an abnormally low level of real 
product, percentage rates of growth might have been expected to be 
exceptionally high for a few years. After 1949 the countries which had not 
suffered very severe war damage might be expected to be showing a rate of 
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growth of real product per man-hour about equal to the general long-period 
trend, which for many countries is in the neighbourhood of 2 per cent. per 
annum, or a little over (in the Scandinavian countries and Switzerland it 
may be nearer to 3 per cent.). However, France, Italy, Germany, and 
Japan had still only partially recovered from the war-time dislocation and 
damage to their economies, and from that date until now have still been 
showing very high rates of growth of real product per man-hour, of the 
order of 5 per cent. per annum, possibly 6 per cent. in Germany. 

The period 1950-1, we should not need reminding, was one of sharp and 
sudden rises in world prices of food and raw materials. This factor alone, 
quite apart from what was happening to industrial employment, might 
have been expected to provoke an increase in money wages in most 
countries, through its effect on the cost of living and (in some countries) 
through an extraordinary increase in export incomes. These happenings 
are clearly visible in the table. 

The rates of increase of money wages, as set out in the table, show con- 
siderable fluctuations. There are even a few zero or negative entries. Are 
some of these changes explained by changes in the degree of over-employ- 
ment? To decide this question, we need data more refined than simple 
annual averages. Quarterly data of money wages (percentage change over 
the corresponding quarter of the previous year) and of employment (also 
percentage change over the corresponding quarter in the previous year) are 
plotted in the diagrams which follow. 

The amount of labour available for employment tends to rise (in some 
countries fall) fairly regularly from year to year. When the rate of growth 
of the numbers actually in employment (measured by computing the 
percentage increase in the current quarter over the corresponding quarter in 
the previous year) fluctuates, this should give some indication of increases 
or decreases in the degree of over-employment. (This remains true even 
if the number of people offering themselves for employment—the labour 
force so-called—may show some increase at a time when employment is 
high, through increasing numbers of married women, and others not 
normally employed, seeking employment at such times.) 

The diagrams show, as common sense would have indicated, that the 
rate of increase of money wages rises when employment is exceptionally 
high, and conversely. But an interesting thing which the diagrams show 
is the significant time-lags between actual changes in employment, upwards 


1 These rates of growth of real net product per man-hour are not to be confused with the 
(frequently quoted) rate of growth of real gross product in the aggregate, which inevitably 
will be higher, because employment is increasing too. It should also be clear that these very 
high rates of growth cannot be expected to last after the economy has finally caught up all 
the arrears of war-time damage and dislocation, after which it will again be on a normal 
long-period trend line. 
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or downwards, and the changes in the rate of increase of money wages 
which result from them. The U.S.A. appears to be exceptional in this 
respect, with an almost immediate adjustment. At first sight, this con- 
clusion is difficult to reconcile with the fact that most U.S. wage contracts 
are negotiated for a twelve-month period. But the two facts may be 
reconciled if we hypothecate that any new contracts negotiated at a time 
of very high employment will show exceptionally high proportionate 
increases; and also that there will be a considerable use of overtime, 
upgrading, and other indirect methods of raising average earnings per 
hour, during a period of high employment. 

The interpretation of time-series diagrams of this nature can never be 
precise. But the following table shows, so far as it can be judged, the 
extent of the time-lag between movements in employment and movements 
in wages. 

TaBxeE II 
Time-lag in Months 


Australia . 9 
Austria 6 
Belgium 6 
Canada 9 
France ‘ ; - 06 
Germany . ° : - 36 
‘ Nie | 

12 

12 

18 

0 


ne 

These time-lags are judged solely by looking at the diagrams, and other 
observers might reach other conclusions. Some time-lag is indeed to be 
expected, and the remarkable rapidity of adjustment in the United States 
must be considered to be anomalous. On the face of it, it seems hard to 
believe that the time-lag in the United Kingdom should be as long as 
18 months. But the check to the expansion of employment early in 1951 
did not check the rate of expansion of money wages until 1952. The con- 
traction of employment in 1952 went on affecting the trend of money wages 
until the end of 1953. And the most recent information (taking also account 
of the figures for October 1956 not available when the diagram was drawn) 
shows that it was not until the middle of 1956 that there was any check 
to the rate of expansion of money wages, whereas the rate of growth of 
employment began to decline at the beginning of 1955. 

It is hard to say, a priori, why there should be such extensive lags in 
Britain, Japan, New Zealand, and Norway. One may hypothecate a com-. 
paratively slow and cumbrous process of wage negotiations. 
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The employment coefficient (percentage increase over figure for corre- 
sponding quarter of previous year) may show considerable fluctuations. 
But in the long run it cannot, in the nature of things, differ greatly from 
the average rate of growth of the labour force. We may therefore look at 
the average rate of increase of money wages during periods in which the 
rate of change of employment is neither abnormally high nor abnormally 
low. In this way we get some idea of what might be called ‘structural’ 
conditions in a country, irrespective of temporary fluctuations in employ- 
ment. 

If the rate of increase of money wages, even at a time when employment 
is stationary or declining, still considerably exceeds the estimated long- 
period trend of rate of growth of real productivity per man-hour, then 
there is clearly some serious structural defect or, to use a contemporary 
phrase, some ‘built-in inflation’. 

This appears to be the case with Australia, Austria, Ireland, Norway, 
and U.K. In Ireland, fairly clearly, money wages are being forced up by 
competitive pressure from the adjacent country. In Australia there can 
be little doubt that the factor at work is the ‘quarterly automatic adjust- 
ment’ of money wages to an index figure of retail prices.1 This provision 
was (very wisely) suspended by the Federal Court of Arbitration in 1953, 
but was retained by some of the State Courts, and at the time of writing 
(February 1957) there are strong demands for its reinstatement. 

It is probably the case that the U.K. and Norway are the two countries 
most highly taxed, in relation to national income, in the world; and this 
may be a factor leading to a structural or built-in upward pressure on 
money wages and prices.? Excessively high rates of taxation provoke not 
only a disinclination to save, but also a strong incentive to overspending on 
every business account which can be entered as a tax deduction (including 
wage and salary payments). 

It.is not of course implied that excessive taxation, or a peculiar Arbitra- 
tion Court procedure, are the only possible causes of ‘built-in inflation’. 
Had we included in the table some data from a group of countries not 
covered—the Latin-American countries—this issue would have been 
abundantly clear. These countries—with a few honourable exceptions— 
have lived for long periods in a state of chronic inflation, in some cases 
even since the 1880’s. This inflation is sometimes compatible with a fair 
rate of growth of real product, though a rate of growth generally less than 


1 This device was the subject of the only reference to Australia to be found in Lord 
Keynes’s writings, and that @ sardonic one. It was only the inevitable inefficacy of the 
Australian legislature in achieving its declared object, he wrote, which prevented a situation 
in which prices would oscillate violently from zero to infinity, employment from zero to full 
employment, and back again. 

2 See the present writer’s ‘Public Finance and Changes in the Value of Money’, Economic 
Journal, Dec. 1945. 
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might reasonably have been expected. Its original causes may be sought 
in bad government, defective banking systems, lack of productive entre- 
preneurship, and other factors: but the principal factor keeping their 
inflation going now is just that no one has any reason for expecting it to 
stop. It has created an expectation of its own continuance, which expecta- 
tion itself can be one of the most powerful of economic factors. 

On the other hand, countries in which the rate of increase in money 
wages—except when employment is rising abnormally rapidly, or in years 
when food and raw materials are rising, as in 1951—has been kept ap- 
proximately within the limits of the current increase in productivity, 
appear to be Belgium, Egypt, Finland, Germany, India, Italy, Japan, 
the Netherlands, the Philippines, and Switzerland. 

At first sight it may be surprising to see Asian countries and Egypt in 
this category ; but on reflection it should not prove surprising. After all, 
these are countries in which trade unionism, though growing, is com- 
paratively weak. It has been remarked by Indian economists, and it is 
probably true in other Asian countries, that money wages in Asian coun- 
tries in fact show much quicker and more flexible adjustment to changes 
in the price of food and of other necessities of life than they do in Europe. 
On the face of it this appears to be true; and it deserves more theoretical 
examination. The remarkable stability of real wages in Asian countries, 
and the comparatively small movements of money wages there leads at any 
rate to one interesting theoretical conclusion, that Keynesian reasoning, 
based on the supposed ‘money illusion’ on the part of the wage-earner, does 
not apply (as was once said of the Ten Commandments) ‘east of Suez’. 

In Europe, it is interesting to note, comparative stability has been 
attained in some cases through a highly free-market operation of the 
national economy (Germany, Italy, Switzerland) ; but also, except for one 
year, in the rather highly regulated economy of the Netherlands. 

There is an intermediate class of countries in which the movement of 
money wages seems to be persistently in slight excess, but not in great 
excess, of the rate of growth of productivity—Canada, Denmark, France, 
New Zealand, and the U.S. One hesitates to attribute systematic struc- 
tural defects to so formidable a group of prosperous countries. But if such 
defects be not hypothecated, it must be concluded that trade union 
claims in these countries are, for some reason, persistently slightly in ex- 
cess of the true upward trend of productivity, and that therefore a moderate 
but persistent upward trend in prices must be expected in them. 

1 ‘Ship me somewhere East of Suez, 
Where the best is like the worst, 


Where there ain’t no Ten Commandments, 
And a man can raise a thirst.’ 


These verses are not to be taken seriously. 
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CHANGING ECONOMIC THOUGHT IN POLAND! 
By P. J. D. WILES 3 


1. The Background 


Unper Communism history either races or stands still. In 1956, as we 
know, it raced. The quite normal delay in reaching (British) print has 
rendered these notes totally out of date. Mr. Gomulka’s return to power 
has conferred on Polish academic economics a very Western look indeed. 
Opinions here said to be advanced are now commonplace, and their de- 
fenders have been joined by others indistinguishable from British econo- 
mists, who put forward views still more ‘advanced’. Nor is the situation 
yet stabilized. In what follows, the present tense refers to June 1956, the 
month of Poznan, the third year of slow thaw and the fourth month of 
quick thaw. Mr. Gomulka’s return is still four months ahead. 

Pre-war Polish economics was a backward province of continental 
classical economics. Work tended to be derivative from foreign models ; 
there was nothing self-generating and original like Polish logic. Marx was 
of course as well known as in any neighbouring country, and a few econo- 
mists had a tincture of right-wing Marxism like the ‘economism’ of the 
Russian Tugan-Baranowsky. So there was some non-Communist intel- 
lectual Marxism—that phenomenon that Britons find so difficult to 
understand, and too readily confuse with simple dishonesty. Communism 
itself was also small. The marginal analysis was not much known, the 
Keynesian scarcely at all. 

After the war Communism was imposed. While generally Party 
members are 8-9 per cent. of academic teachers, in this theologically 
central field they are about 30 per cent. Pre-war economists have succeeded 
in subsisting, at the cost of public allegiance to the dogma. If they pay 
this price they lose prospects of promotion rather than present emolument. 
Actual loss of office has been attended by compensation, it is not clear to 
me in what proportion of cases. Young economists have all been brought 
up as good Communists since 1949 (which is the year when Poland was 
finally frozen over). But the effect of all this must not be exaggerated. For 
almost no member of the Polish Party was ever a true-believing Stalinist. 
Many are non-Communist Marxists, some are positively anti-Communist, 
very many are simple careerists, some of the young are genuine social 
idealists. And of the non-party teachers some again are careerists while 
the majority are, I presume, like the vast majority of all Poles—simple 
and uncomplicated anti-Communists.? As to the students since 1949, the 


1 This article relates in the main to economic thought as observed in June 1956. 
2 Which is not the same, of course, as wishing to unseat Mr. Gomulka. 
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behaviour of Poznan University on 28 June is sufficient evidence, though 
I cannot speak with knowledge of economics students in particular. 

There had been, then, no ‘capture of the Polish mind’. The common 
opinion that Communism was gradually striking genuine roots is quite 
false. The following story best illustrates the position. Of the fifteen 
British economists who toured Poland for two weeks Mrs. Joan Robinson 
was one of the most distinguished. She was prevailed upon to lecture at 
Cracow University, on ‘Post-Keynesian Developments in Western Eco- 
nomics’. Cracow is full of artistic treasures, so few of us attended her 
lecture. Mr. Meek, however, a Communist Party member from Glasgow 
University, exceedingly learned in Marxist literature of all periods, did 
attend. After her lecture Mrs. Robinson asked Professor Oskar Lange how 
many orthodox Marxists there had been among her audience. He scratched 
his head. ‘Well, there was Mr. Meek.’ 

But what the régime had achieved (by the beginning of 1956) was to 
impose ignorance and low intellectual standards. In a period when French 
economics has made itself respectable, Polish economics, starting at about 
the same level, has stood still. It is easy to reject the dogmas of the hated 
occupying power, but it is difficult to think dangerous thoughts with any 
clarity. For clarity emerges from discussion, and discussion is precisely 
what was dangerous. Moreover the books containing these thoughts were in 
foreign languages and in copies only rarely and riskily available. Besides 
this the official doctrine itself sets a very bad example. Many a Spanish 
atheist receives an excellent intellectual training in a Jesuit seminary, but 
Marxist economics is itself almost without technical equipment and has 
very low standards of rigour and honesty. I conducted, for instance, a long 
argument involving period analysis with a genuinely Marxist professor, 
in Marxist terminology and in symbols of his own choosing; he did not 
understand the use of subscripts, and wrote Ia, Ila instead of A,, Ag. 

As is well known, Khrushchov’s de-Stalinization speech at the end of 
February turned the Polish Thaw into a flood. Economics was as deeply 
involved in the ferment as any segment of Polish life. This could hardly be 
otherwise, as economic discontent was quite as savage as political. Econo- 
mists, too, were among the political prisoners who benefited from the April 
1956amnesty—let the gentle reader of Oxford Economic Papers pause to think 
himself into that situation. At the beginning of Junesome young economists 
published a revolutionary declaration in Zycie Gospodarcze, and the Polish 
Economic Association! (hereafter called PTE) held a congress in Warsaw. 
No foreigners were invited—a symptomatic gesture of independence. A 


1 Imagine that the Royal Economic Society has protective and regulatory fuactions 
similar to those of the British Medical Association and General Medical Council combined ; 
that it receives a considerable direct grant from the University Grants Committee, and main- 
tains beautiful premises in Regent Street—and you have the PTE, 
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hall seating 500 was booked—it was abandoned as too small, and one seat- 
ing 1,000 was taken in that citadel of Stalinist reaction, the Planning Com- 
mission. Yet still, I was told, one or two thousand economists! were turned 
away. The atmosphere was excited, free, and tense—very similar to that in 
the Petéfi Club in Hungary, the June meetings of which helped to bring 
Rakosi down. Emboldened by their large numbers, the economists said 
things they had not said for years. A member of the Central Committee 
of the Party opened the congress with a most elegant essay in moderate 
Stalinism. He came under very heavy fire. He restored his position at the 
end with a very different speech, summing up the various complaints that 
had been made. This non-committal recital of others’ grievances was 
punctuated by warm applause. It was a sort of intellectual Poznan. 

The availability of books is a vital part of the background. By mid-June, 
when the British party arrived, the libraries of the PTE and of the Central 
School of Statistics and Planning were in the following state. Periodicals 
exposed in display trays were all Communist, mainly Polish and Russian, 
but a wide selection of Western periodicals was available on demand. 
Non-communist modern Western economic books were also available, even 
including W. W. Rostow’s Dynamics of Soviet Society. More explosive still, 
Trotsky and Bukharin had emerged from under lock and key. Neverthe- 
less ‘wide selection’ does not imply ‘complete list’. There was a very great 
shortage of Western books, which everybody held to be due now only to a 
lack of foreign exchange. The private libraries of the rich are very well 
stocked with every kind of book. Second-hand bookshops are also helpful— 
one of them sported the first edition of Mr. Harrod’s International Trade. 

The British party stayed two weeks. They had long and frank discus- 
sions at the Central School of Statistics and Planning, the State Commis- 
sion for Economic Planning (the Polish Gosplan, hereafter called PKPG), 
the State Bank, the Central Statistical Office, an agricultural economics re- 
search institute, and four times at the PTE premises. They were privileged 
to take up an hour of the time of Mr. Jendrychowski, a vice-premier and 
now chairman of the PKPG ; they also spent an hour with the Director of 
the Nowa Huta steelworks. All these discussions were excellently organ- 
ized and interpreted. The Polish participants showed candour, courtesy, 
and intellectual and moral courage. They seemed genuinely interested in 
our views. Their hospitality will not easily be forgotten. The British party 
was also in Poznan on 28 June, and thus had a glimpse at Polish economics 
from a less official angie. 

1 These very large numbers are partly due to the extended definition that Communists, 
and indeed central Europeans, give to the word ‘economist’. In Poland ‘economist’ includes 
much of what a German means by ‘Kaufmann’—commercial experts, market researchers, 


&c.—plus what we mean by ‘cost accountant’ and ‘management consultant’. Thirteen per 
cent. of Polish students are ‘economists’. 
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The remaining sections are written up from reasonably full notes taken 
at the time. They are highly selective, and do less than justice to the 
immense range of topics covered. They are confined to the issues of greatest 
intellectual interest to Western academic economists. It need hardly be 
stressed that these are not the most important issues, socially or politically 
—or economically. Indeed social and political issues came into the fore- 
front of Polish discussion only after Poznan: they were too dangerous to 
handle at so early a stage in the Thaw. Economists and managers began 
the economic Thaw with talk on polite subjects like rationality, central 
planning, and the international division of labour, dealt with here. At that 
stage the workers and peasants were still, as in the lucubrations of Western 
socialists, mere factcrs of production. In 1957, however, they occupy the 
centre of the stage, with workers’ control and de-collectivization. In June 
1956 these were heralded by whispers of profit-sharing and a halt to further 
collectivization. We do not treat these subjects here. 

Comment is free, fact is sacred: though the two jostle each other very 
closely I hope in each case to have made clear which is which. I am in- 
debted to Mr. J. R. Sargent, who was also on the party, for checking this 
article against his own notes. 


2. The Price Mechanism and Rationality 


Polish economists emphatically do not share the opinion of some 
Western observers that Communist price systems are rational, nor even 
that they are as rational as the imperfect Western price systems. In Polish 
economics the Thaw means more rationality and decentralization: this is 
almost its whole content (in June 1956). It is universally asserted that 
there has been far too little of either, due to slavish imitation of the faults 
of the Soviet Union. It is impossible to talk to any Polish economist for 
long without these general topics cropping up. Opinions differ widely, 
however, and in no certain way. Thus of five economists with a pro- 
nouncedly Western intellectual formation, one (Mr. Kalecki) is the firmest 
opponent of the price mechanism whom we met, and Professor Lange is 
exceedingly lukewarm about it. Of those with a Marxist training one 
(Professor Brus) is the acknowledged leader of the Thaw, and many others 
strongly support it. An article by Professor Brus is reprinted in this 
number: he was previously regarded as the most Stalinist of all Polish 
economists. Only two generalizations really hold: the senior officials 
hitherto responsible for planning, mostly without serious economic train- 
ing, are defensive and cool but not (in the presence of Westerners) hostile, 
and the younger generation are unanimous for the Thaw. One member of 
the Thaw party put it this way: for administering socialism we need the in- 
struments of bourgeois economics, while for the big questions of sociology, 
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economic growth, and the fate of capitalism we need Marxist economics. 
He agreed with my suggestion that all Polish and British economists 
ought, then, to change places. Note, incidentally, the political astuteness 
of his formulation: it involves no denial of Marx, who explicitly and on 
principle avoided saying how socialism should be administered. 

The reaction of the British visitors to this situation was itself amusing 
and instructive. The Marxist element watched with genuine interest and 
sympathy the spectacle of Marxists talking welfare economics. They had, 
it seemed, long felt the need of such a Thaw themselves, and were not 
hostile to this attempt to graft Lerner on to Marx.! On the other hand 
the British non-Marxist Left were profoundly irritated. They saw not the 
filling by eager minds of an aching intellectual void, still less the serious 
attempt by responsible administrators to correct waste and remedy the 
appalling poverty of the Polish people; they saw Walras raise his ugly 
head, it was as if they heard their worst enemies from the Faculty back 
home speaking Polish. Above all they heard the rate of interest praised in 
thoroughly un-Keynesian terms. Indeed it is my impression that Marxists 
will be reconciled to the rate of interest long before the Keynesian Left. It 
was here really, and not to any Polish tendency, that Mr. Kalecki belonged ; 
at moments it seemed he might be about to choose freedom again—from 
the price mechanism. 

Polish views on the price mechanism are nevertheless very muddled. 
First, it is not apprehended what a rational price, upon which output 
should be based, might be. Thus the reformers would charge interest on all 
capital, and count that as part of the cost of each article; and reckon a 
uniform rate of profit on the cost thus calculated. But of ground-rents I 
heard no single mention—yet land is as scarce a factor as capital, and the 
principles of its allocation do not differ. More important was the failure in 

sense of proportion and indeed in basic comprehension that prompted 
many—but not all—Poles to leave the turnover tax out of these considera- 
tions. The rate of this tax varies from 1 to 100 per cent., and also many 
articles are subsidized. These variations arose, we were told, out of no sort 
of fixed policy. They were mainly due to chance and economic history. The 
rates are not often changed, and when they are it is often simply in order 
to equate supply with demand. Mostly, however, once a rate is fixed supply 


1 It is symptomatic of how the Thaw ‘fulfils a long-felt want’ in this respect that both the 
British Marxists and the Poles had already seized upon Stalin’s Hconomic Problems of 
Socialism in Oct. 1952 to start tentatively rehabilitating the price mechanism. In fact this 
work was unusually hostile to the price mechanism, but in other respects it was more reason- 
able and undogmatic than previous literature. The atmosphere of liberalization that it 
breathed had been such that what it actually said on the issue in question was overlooked, 
and the occasion used to preach the opposite (cf. Wiles, Ozford Economic Papers, Oct. 1953, 
pp. 310-13; Meek, ibid., Oct. 1955, p. 293; Wiles, ibid., Feb. 1956, p. 111. I take this 
opportunity to apologize to Mr. Meek for my denial (p. 110) that the Soviet controversy 
about investment choices is continuing along the old lines. He is quite right: it is.) 
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itself is varied to accord with demand. The most important single cause of 
the present rate structure is that immediately after the war Poland was 
left with a miscellaneous rag-bag of capacities to produce, and rates were 
fixed to equate the then supplies with the then demand. One might add 
that the individual rates are not published, a very foolish policy which 
renders them immune to public and academic criticism. 

Clearly this is quite different from a Western indirect tax structure, in 
which rates differ between luxuries and necessaries in order to make the 
general incidence progressive, or are particularly high on alcohol. Alcohol 
—comparing vodka with gin or whisky—is distinctly cheap, despite a 
terrific temperance campaign ; and the general structure was stated not to 
be highly progressive. And whatever may be said against Western indirect 
taxes they are not imposed to equate supply with demand.! Moreover, the 
distinction between profit and tax is, as Soviet authors constantly remind 
us, purely formal in the nationalized sector where all profits are under 
direct Treasury control. So the demand for a uniform rate of profit— 
which Poles do demand—logically entails a demand for a uniform rate of 
tax ; and beside the staggering variety of these rates the distortions caused 
by having no interest are absolutely trivial. Hence some of us suggested that 
the principal economic criterion for investment should be an abnormally high 
rate of tax. The proposal had not, apparently, been made in so many words 
before. It was well received by Professor Brus and may be regarded as our 
principal contribution to the rationalization of the Polish economy. Some 
more backward economists used actually to say, ‘Oh yes, we obey the law of 
value: we bring supply and demand into balance by means of the turnover 
tax’; or (this is a Vice-Minister at the PKPG) ‘We lower prices according 
to what supplies there are’-—both formulations showing that supply does 
not follow price or profit. 


3. The Price Mechanism and Decentralization 


There is a second and very interesting Polish confusion about the price 
mechanism, shared, I think, by very many Western economists. Ration- 
ality is held by those who advocate it to be dependent on, or even in some 
obscure way the same thing as, decentralization. Now given free markets 
for the ultimate factors of production on the one hand and the final pro- 
ducts on the other, a single central body could, in theory, operate between 
these markets, taking all price and output decisions and distributing inter- 
mediate materials among its own branches. This may be called the 
‘centralized free market solution’ (CFM). It is of course non-competitive, 
i.e. it requires that the single body behave like a government, not a profit- 
maximizing private firm. Then there is the ‘centralized planning solution’ 

1 Except that occasionally exportable goods are taxed so as to drive them abroad. 

4520.2 0 
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(CP), in which this single body also allocates the ultimate factors to their 
work, and the final products to their consumers; the allocation is not 
affected by the prices charged, since money is a mere accounting device. 
This, too, could arrive at a rational allocation, only with very much greater 
difficulty. And similarly there are two decentralized solutions. The ‘de- 
centralized free market’ (DFM) is familiar and needs no discussion. It is 
competitive and therefore equally compatible, of course, with social and 
with private management, let alone ownership. But everyone seems to 
neglect the ‘decentralized planning solution’ (DP), which is a very real 
possibility. Under this, local bodies—principally the provincial planning 
offices but also local ‘cartels’ of factories and shops—would proceed by 
direct allocation within their areas, and make treaties with other local 
bodies almost as if they were independent states. Here, too, prices do not 
affect allocation, as money is an accounting device only. 

Notoriously, DFM produces rational allocation! if competition is kept 
perfect ; and by definition it reduces bureaucracy. To it is normally con- 
trasted the system in Soviet industry (not agriculture), which is also the 
Polish. But what is that ? Communists talk as if it were CP, but this is 
only in part the case. There has never been much direction of labour (even 
taking all informal pressures into account) in U.S.S.R.., still less in Poland ; 
but land and capital are centrally and arbitrarily allocated. And in both 
countries the consumer is absolutely free to buy except during periods of 
rationing, which is regarded as an abnormal emergency measure to be 
abandoned as quickly as possible. So on balance Communist industry 
must be described as a cross between CP and CFM. Eventually people work 
where they want, and cause, by refusing to buy what they do not want, the 
system to produce more or less what they do want (except in the case of new 
goods, which may never be introduced). In the drawing up of each yearly— 
nay each quarterly—plan, response is made to the previous reactions of 
consumers and the emerging relative scarcities of supplies. But if a plan 
is always altered in this way it isn’t really a plan: the Communists make 
noises like CP but actually follow CFM. CFM can only be irrational if the 
prices charged, and the cost accounting of intermediate products inside 
the system, are distorted. This, however, they certainly are: not only 
because land and capital are arbitrarily allocated free of charge and the 
turnover tax is irregular, but also because factory prices (and hence the 
rates of profit) are centrally fixed without regard to actual scarcities.* 


1 I abstract from all questions of income distribution, in the belief that these would 
merely complicate without changing the argument. 

® This matters in the choice of different qualities (‘assortment’) of a broadly defined good 
for which a single overall physical target has been set in the plan. There is also a profit plan 
and a production target in value terms, and these financial considerations govern the choice 
between different qualities: enterprises produce the assortment that will at least trouble 
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But the more orthodox Polish economists, prisoners of their own propa- 
ganda, believe they have CP not CFM, and now want DP not DFM; and 
in this they are imitating the current reforms in the Soviet economy.’ 
They hate Stalinism but not Marxism, and therefore condemn ‘bureau- 
cracy’ but not irrational prices; i.e. they admit the mere facts of price- 
setting which demonstrate irrationality but are not worried at this 
consequence since they do not understand it. ‘Bureaucracy’, however, 
they do understand. ‘Bureaucracy’ is seen by all alike as a threat to 
technical initiative and the freedom of the individual, and in itself a costly 
burden to the nation. They therefore demand not rationality—which could 
be achieved even by the present CFM with a better price structure—but 
decentralization. That is, they are searching for administrative solutions to 
the administrative problems, and have no head for the economic problems. 
This attitude is particularly prevalent among senior officials (Vice-Minister 
and above) in the government machine. These are mostly men of 1949, 
with an engineering, civil service, or Communist Party past; they are 
devoid of economic training and much on the defensive about the muddle 
they have created. Decentralization, on the new Soviet model, is their 
sop to the Cerberus of reform. 

Indeed it may be guessed that any central planner, even a non-Com- 
munist one, would react in the same way. To devolve minor decisions to 
local bodies would save him a lot of trouble, and he is in favour of that. To 
respect the price mechanism, however, is to bring in new planning con- 
siderations in addition to all the old strategic, political, and social ones ; i.e. 
to cause a lot more trouble. The attitude is not widely different from that 
of some of our own civil servants, when the war ended and money re- 
asserted its sway.” 

If such people may be taken literally they want, then, DP not DFM: 
that is, the major planning decisions taken centrally and the details filled 
in either by individual ministries and local planning offices or by direct 
arrangement between customer and supplier. Indeed much decentralization 
to themselves maximize their value, not the assortment clients require. It then becomes 
necessary for the PKPG to intervene further and set physical sub-targets for different 
qualities in order to protect the enterprise’s clients—naturally being a Communist body it 


had rather take this way out than rationalize the relative prices of the different qualities, 
and leave the issue to supply and demand. 

1 i.e, the decentralization of agricultural procurements to local planning bodies, and the 
change of Union into Union-Republican Ministries, and of Union-Republican into Repub- 
lican. Yugoslavia (Stalin died there in 1948) has introduced a thorough DFM of socialist— 
syndicalist, to be precise—enterprises. The Poles are just beginning to be interested in this, 
but what they see of it does not greatly impress them (compare the end of this section). 
Since my Polish visit the Chinese have suddenly announced almost revolutionary measures 
of decentralization (Manchester Guardian, 21 Sept. 1956). This is particularly significant, as 
in non-economic matters China is.the most Stalinist of all countries. 

* Professor Lange twice emphasized—very aptly—the parallel between Poland’s switch 
from Stalinism to Thaw and the move from a war to a peace economy. 
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has already been achieved: whereas the 1955 plan was a book of 900 
pages that for 1956 had only 300. Now in one very important way DP 
might well give a worse resource allocation than CP. The Ministry of 
Metallurgy, for instance, is a great user of metals: what is to prevent it 
from hogging all the scarce ones? Stalinogrod province produces most of 
the coal, an exceedingly scarce material: its planning commission will hog 
that. If it be objected that the Warsaw PKPG has precisely the task of 
preventing this, we may reply that the prevention of such a universal 
tendency entails bureaucracy, centralization, and all the rest of it. Only a 
PKPG with all its present powers could create order in this matter. Plan- 
ning without a price mechanism, or with a very distorted one, produces 
most rational allocations when it is centralized. There is a choice between 
irrationality and bureaucracy. 

Polish supporters of the price mechanism welcome the DP school of 
thought as far as it goes, partly because they are not clear themselves what 
DP would mean and partly because decentralization is half-way to the 
DFM of nationalized! enterprises which they require. That CFM is a 
practicable alternative—and indeed one within their grasp, given more 
rational prices—they do not understand. And if they did they would not 
be interested. They want rationality and decentralization. Besides, there 
is one extremely important way in which the trend towards mere DP must 
promote rationality. In the matter of the assortment? DP means the devolu- 
tion of decisions, as to both price and output, not to ministry or voyevod- 
ship but to agreement between customer and supplier. But such agreement 
is nothing other than the free play of supply and demand, or DFM. 

It will be noted that Professor Brus wants all prices set centrally, so that 
(a) competition can express itself only through costs, and (b) enterprises 
cannot exploit their monopoly positions, as they are said to do in Yugo- 
slavia. This may seem to contradict his wish to decentralize, but the 
decentralization of output decisions—which alone he recommends—is a 
very great step forward. However, the typical Western economist would 
have asked that only prices of monopolized goods be set centrally (by an 
‘anti-trust’ body), and all others be left to the free play of socialized 
competition. 

4. The situation as regards all the questions raised in sections 2 and 3 
cannot be better illustrated than by the subsequent article in this number. 
This must be read in extenso to get its full flavour, and to appreciate the 


1 Everybody in Poland agrees that nationalization must stay. This is a great con- 
venience: it enables reformers to pretend they are basically good Communists, and it re- 
assures foreign comrades, who are puzzled and uneasy at the Polish ferment. In fact the 
average Pole seems to care as little about nationalization one way or another as the average 
Englishman. He wishes it to stay because it would be troublesome to alter. 


* Compare footnote 2, page 196. 
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confusion, if I may say so, natural in a powerful mind struggling with new 
thoughts. The reader must remember that Professor Brus represents very 
advanced thinking and was, when writing, not typical of Polish Marxist 
thought. 

A number of other illustrations may also be given. They are of very 
varied character and necessarily make this section disjointed. 

(a) There is a strong move to charge interest ; not merely to calculate 
it in planning, and above all not to calculate different rates for different 
schemes as in U.S.S.R.,! but actually to charge* a single economy-wide 
rate on all investment. This has of course nothing to do with ‘money and 
banking’ questions ; nor has anyone the idea of regulating the total volume 
of investment by means of it. The role foreseen for interest is purely micro- 
economic and concerns relative prices: goods embodying much capital must 
not receive an unfair subsidy vis-a-vis those that embody little. Interest- 
ingly, the more orthodox party, who only wish to decentralize, have their 
own special reason for supporting interest: it would make enterprises 
economize in capital, which is very scarce. This was, for instance, the view 
of Mr. Jendrychowski himself: he was not after a more rational allocation, 
but as an administrator he desired an automatic check upon the waste of 
a scarce factor by those to whom it was, for any reason, allocated. It is on 
just these grounds that the banks in fact charge interest already, in all 
Communist countries, for short-term credit. 

(6) There is talk at the Central School of Statistics and Planning of 
market research on more Western lines and even of linear programming. 
So far it is only talk. 

(c) There has hitherto been no ‘criterion of the effectiveness of invest- 
ment’ in export industries ; i.e. no accepted way of calculating whether it is 
better to set up a factory to make a thing at home or to use the capital to 
set up an exporting factory and buy the thing. All allocations of capital 
to export industries have been made intuitively. This amazing statement 
was clearly made in the presence of fifteen Polish economists and a Vice- 
Minister of Foreign Trade; all present accepted it as true. The same is of 
course true of state investment in agriculture—an admission repeatedly 
made by very competent persons in the PKPG. But then agricultural costs 
are a problem in the best regulated economies, and in addition Communist 
agricultural revenues are chaotic due to the dual (in Poland) or even triple 
(in U.S.8.R.) pricing of both outputs and inputs. The chaos in Communist 
agricultural planning is well known and officially admitted. 

1 Cf. Wiles, Oxford Economic Papera, Oct. 1953; Grossman, Quarterly Journal of A'co- 
nomics, Aug. 1953; Kaplan, Journal of Political Economy, Apr. 1952. 

* In Yugoslavia there is already an actual charge, which differs from branch to branch of 


the economy. Mr. Kalecki said that if there had to be interest it would have to be like this; 
but he did not say why. 
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(d) Shoes are exceedingly scarce, bad, and expensive. After the security 
police and the Russians they were by far the commonest cause of complaint 
on the streets of Poznan during the uprising. If the zloty buys 5d. worth 
of food it buys 2d. worth of textiles and }-1d. worth of shoes. A month’s 
minimum wage (500 zloty) will buy one good pair. Plimsolls are extremely 
common, as people cannot afford better. All the best shoes are still pro- 
duced by individual cobblers—the factory product is for the poor. Now, of 
course, very many cobblers have been nationalized or otherwise suppressed 
since 1949, so it means little that 2-74 times as many factory shoes were 
produced in 1954 as in 1949. But there was as complete an import 


" monopoly in 1949 as in later years, so these figures are trustworthy: 


index of hides imported in 1954 (1949 = 100) 94 
9 shoes 9 oy ” 22.1 


How, we asked at the meeting on international trade mentioned above, 
do you explain this, at a time when imports rose by over 50 per cent. ?? 
Granted that most of your imports are of goods concerned with industrial- 
ization, why not sacrifice some of your tea, cotton, wool, or tobacco im- 
ports, which all fared better? A very long discussion produced no answer. 
It seemed quite clear that no one had given the matter much thought. 
(e) But the main field in which Communist choices have been irrational 

is undoubtedly building. Time and again when we entered some enormous 
public edifice we were told, ‘the planners would never pass it today’, ‘this 
is typical of the waste there has been’, &c. Thus Poland is a very poor 
country in which the number of persons per room has risen from 1-6 in 
1950 to 1-7 in 1956.3 Yet the PKPG building and the Cabinet offices are 
vastly more glorious and spacious than British government buildings ; the 
offices of the Nowa Huta combine are faced in marble ; and the main hall of 
the Central School of Statistics and Planning has as great a floor-space as 
any hall in Oxford or Cambridge universities, and is as tall as it is long or 
broad. Nor can the unspeakable Palace of Culture and Science be omitted 
in this context. Admittedly it is a Soviet gift, but that makes it none the 
less an instance of Communist economic choice. As tall as the average U.S. 
skyscraper, it is, say, three times higher than the only other tall building in 

1 Rocznik Statistyczny, 1955, pp. 80, 178. Here, in the same period, are the index numbers 
of livestock population (R.S., p. 118): cattle 108, pigs 160, sheep 214, horses 100. Since 
factory production rose much more than these figures, and hide imports fell, it looks as if 
individual production must have been very big and fallen a great deal. Also the factories 
use substitute materials and produce worse quality than in 1949. 

2 Forty-four per cent. in current rubles (2#.S.,-p. 177): this would appear to correspond 
approximately to the volume index. 

3 ‘Room’ is on the League of Nations definition. Theoretically kitchens not lived in are 
excluded. Compare the British figure of 0-76 (Census of Great Britain, 1951, ‘One Per Cent. 


Sample’, p. 114), which does include kitchens not lived in. These are of course very much 
more numerous in Great Britain. 
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Warsaw, a town where sites are to be had for the asking and four storeys 
is the normal limit. The corridors are quite unnecessarily wide, and it 
has three immense open arcades, faced in stone, that serve as belvederes 
several hundred feet up. Each of these arcades alone must have cost as 
much as a block of flats—in Warsaw or Moscow. 

Of the architectural style of this building this is not the place to speak. 
Suffice it that all this Stalinist Bauwahnsinn represents an obvious and 
admitted—indeed openly trumpeted and wearisomely insisted on—mis- 
allocation of resources. Useless to object that it is a special case, due to the 
‘cult of the individual’; or that there is in any case no way of measuring 
the productivity of public buildings. The point is that the Communist 
economic system lays itself wide open to such misallocations, and that 
these public buildings are much too glorious even by the inflated standards 
of other spendthrift governments. 


5. International Trade 

(a2) Autarky. Notoriously planning leads to national autarky, but Com- 
munists are exceedingly sensitive to the charge; for it not only reflects 
upon the excellence of their economic system but also upon their profes- 
sions of peace and friendship. Yet the things said to us by those in charge 
of international trade could only have been said by men with a funda- 
mentally autarkic bias: ‘The fundamental determinant is our need for 
imports. We plan imports and then plan to export enough to pay for 
them.’ This, from a departmental head on the PKPG, was also referred to 
by Professor Lange as the ‘first basic principle of socialist international 
trade’. It follows that there is no will to export, no desire to undersell the 
foreigner ; yet without this the international division of labour will never 
be fully exploited. 

“We are an independent country; no authority exists which could for- 
bid us to produce steel or motor-cars.’ This was said very firmly indeed, in 
what seemed a rather gratuitously anti-Soviet context. But if there is no 
such authority, one may ask, how can planned economies divide tasks be- 
tween themselves? In the free world the free market has just the required 
powers of compulsion—if only it is permitted to use them ; in the Commun- 
ist world evidently nothing has. 

Further evidence for the autarkic spirit is the entire absence of a rational 
criterion of when to invest in an export industry, as explained above. 

The Thaw party of course flatly admit the charge of undue autarky and 
are most anxious to change it. And during the Hungarian Thaw of 1954 
(Hungary was later frozen over again) the same flat admission of autarky 
reached print. 

1 Liska and Mérids, Kézgazdasdgi Szemle, 1/1954. Translated in E.C.E., Zoonomic Survey 
of Europe in 1954, pp. 131 sqq. 
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(b) The Comecon (Council for Mutual Economic Aid). Although the 
Polish representative on this body is a departmental head from the PKPG, 
and not an official of the Ministry of Foreign Trade, the Comecon has 
hitherto been an ineffectual body. The satellite claim of economic inde- 
pendence quoted above has certainly been true as far as the Comecon’s 
powers have gone, though doubtless a different story could be told of the 
direct instructions via Party channels or the Soviet Embassy. The Come- 
con only plans current trade, and has made no attempt to influence invest- 
ment, i.e. to alter the fixed capacity upon which current trade is based. ‘Up 
to 1955,’ writes Mr. Baibakov, ‘the U.S.S.R. and the People’s Democracies 
had no direct co-ordination of the national economic plans for the dove- 
tailing of the basic branches of the economy in the common interest.’ 

However, at the Berlin conference of May 1956? there was for the first 
time a serious attempt to plan investment internationally. It seems to 
have been on a very small scale, affecting only certain heavy-engineering 
products in which there are great economies of long runs. Thus Bulgaria 
will be the only satellite to produce trolley-buses. Cars are not in the list of 
goods to be divided up. 

(c) Prices. At no point are home prices and the official rate of exchange 
taken into account in price-setting*—indeed it would be very difficult as 
the zloty is overvalued 100 per cent. vis-a-vis the ruble and 7 times vis-a- 
vis the pound.‘ The official rate is only of interest to tourists and diplo- 
mats. It was fixed after the de-rationing and price increases of January 
1953, at 1 zloty = 1 ruble = 21-4 pence. At that time the ruble was grossly 
overvalued vis-d-vis the pound® and the zloty was fixed at one ruble because 
its purchasing power was equal on the retail market. Since then Soviet 
prices have fallen and Polish prices have risen. In answer to the question, 
will you devalue the zloty to re-establish purchasing power parity with the 
ruble, the Vice-Minister of Foreign Trade said this was entirely a matter 
for the Ministry of Finance. He had clearly never lost any sleep over it.® 

What actually happens is that ‘world prices’, i.e. capitalist world prices, 
are used in all intra-bloc trade. They are translated into rubles (presum- 
ably at the official rate of exchange) and entered into bilateral clearing 
accounts. To the question, ‘What would you do if there were no capitalist 


world ?’ came only the answer ‘We'll cross that bridge when we come to it.’ 

1 Kommunist (Moscow), 6/1956. Mr. Baibakov is chairman of the Soviet long-term 
planning commission. 

* Cf. Thalheim, Ost-Europa Wirtschaft (Stuttgart), Aug. 1956. There were, incidentally, 
observers from Yugoslavia and China, neither of them members of the Comecon. 

* This is exactly what I was told in Moscow in 1952: Wiles, Soviet Studies, Oct. 1952. 

* Taking the zloty as 3d. and the ruble as 6d. on the retail market (the wholesale over- 
valuation would be less if the foreigner were not to be required to pay the turnover tax). 

5 Cf. Schulz and Wiles, Ozford Institute of Statistics Bulletin, Sept. 1952. 

* On 11 Feb. 1957 the zloty was devalued 6 times, i.e. to approximate purchasing power 
parity with the dollar not the ruble. 
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In the case of electricity the bridge is already under their feet: there has 
been great difficulty in pricing it since there is no world market.1 

This seems on reflection to bear only one interpretation. It is a major 
admission of the irrationality of Communist prices, and confirms that 
Stalin did not make a slip of the pen in the celebrated passage which has 
the same implications in the context of internal trade: 

Our economists and planners submitted a proposal which could not but surprise 
the members of the Central Committee, for by this proposal the price for a ton of 
grain was about the same as that for a ton of cotton ; the price for a ton of grain was 


thereby made equal to that of a ton of baked bread. To the remarks of the Central 
Committee members that the price of a ton of baked bread must be higher than that 


for a ton of grain in view of the added price for milling and baking, that cotton is 
altogether much dearer than grain, as the prices of cotton and grain in the world 
market testify, the authors of the proposal found nothing sensible to say.* 


How common then is it for Communists to plan their own relative prices on 
the basis of capitalist ones ? Perhaps a subsequent visitor will discover. In 
the meantime let us note that prices on the capitalist world market are not 
at all likely to be those most rational in the specific conditions of relative 
scarcity in Communist countries.® 

(d) Multilateralism. There are no planned multilateral settlements 
within the Communist bloc, we were told ; though the matter is now being 
thought of. But occasionally if in the course of working A runs up an un- 
planned debt with B, and B with C, and C with A, a special triangular 
settlement is arranged ex post facto. The clearing ruble, it must not be 
forgotten, is a purely accounting unit. It does not consist in internationally 
acceptable pieces of paper transferable from one central bank to another. 
Moreover since exact bilateral balance had always been planned, this 
triangular settlement must presumably involve recasting the trade plans 
ex post facto. The only planned triangular trade involves Finland, a non- 
Communist country—I may add that this was due to the special circum- 
stance that when Finland’s reparations to U.S.S.R. were paid off there 
was no other market for the special industries she had developed for this 
purpose ; so as U.S.S.R. continued to want the goods but could not offer 
suitable ones in exchange two triangles were arranged, one with Poland 
and one with Czechoslovakia. 

6. It is interesting to speculate on the reasons—we were given none— 
for this autarky and bilateralism. Largely, I think, they stem from mis- 
trust. This is not merely the political mistrust of one sovereign planning 
unit for another, though that is also of course inevitable—the subjects, 

1 Many Soviet sources confirm this. Cf. Holubnychy, Munich Bulletin, 1/1956, p. 10. 

8 Economic Problems of Socialism, 1952 (my italics). 

% Soviet long-range planners seem even to plan relative outputs in imitation of capitalist 
states: Baibakov, op. cit. (the relevant passage is translated in the Current Digest of the 
Soviet Press, 4 July 1956, p. 13). 
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individual and corporate, of totalitarianism and terror cannot be expected 
to trust each other. Mistrust has also the important economic basis that 
all Communist economies run on very low stocks and negligible reserve 
capacities. Punctual delivery and the keeping of contracts are very chancy 
matters. Hence, clearly, each country wants to control its own supplies and 
markets. Not otherwise is it with individual factories in Communist 
countries, which keep their own building departments, do their own major 
repairs, and avvid sub-contracting like the plague; or for that matter 
ministries, which had rather manufacture their own machinery expen- 
sively than buy it cheap from the specialized machine-building ministries.1 

Bilateralism, too, must be the offspring of mistrust. If Polish-Czech trade 
is supposed to balance, either side can keep the other’s deliveries up to 
scratch by threatening stoppage of its own. But suppose there is a triangle 
including Hungary, and Czech deliveries to Poland are planned to exceed 
the reverse deliveries. Poland has no recourse when the former are delayed. 
She cannot threaten Czechoslovakia directly since her own deliveries are 
small anyway, and it is diplomatically impossible for her to use her lever- 
age over Hungary, in the hope that she will use hers over Czechoslovakia. 

But quite apart from mistrust the intellectual and administrative diffi- 
culties of planned but extensive and multilateral trade are very great. 
Imagine a GATT meeting at which the contracting parties undertook not 
a reduction of trade barriers, to which private entrepreneurs could react 
as they would, but the actual delivery of goods! Only a supra-national 
Gosplan would be equal to this task, and whatever anti-Communists may 
say the Soviet Gosplan most definitely does not function in this way. In- 
deed in this age of Titoism there is less and less likelihood of its doing so— 
precisely when Communist countries are demanding greater international 
division of labour. A highly dialectical situation! It would appear that 
the only way out is to establish DFM and make the ruble an international 
currency. 

These are very serious defects in Communist international trade, though 
it must be borne always in mind that the volume of this trade is now ex- 
panding much faster than that of the world as a whole, owing to the 
greatly superior Communist domestic rates of growth. In particular the 


1 Thus the Soviet Ministry of Agriculture makes 10 per cent. of all the metal-cutting 
machine tools and 24 per cent. of the forge-presses in U.S.8S.R. (Bulganin, Pravda, 22 Feb. 
1956: but surely he means the Ministry of Agricultural Machinery ?—though even that would 
be a remarkable instance). Soviet. administrators in East Germany remark the greater 
amount of sub-contracting under capitalism (G. Klimov, The Terror Machine, pp. 327-8). 
This situation is now being corrected in the course of the Soviet Thaw, by the merger of 
enterprise building departments into local building trusts. In Poland such trusts always 
played a much larger part, and nearly all state housing is owned by the municipalities, as 
opposed to the 50-50 split between municipalities and enterprises in U.8.8.R. The Polish 
Ministry of Building Materials, again, gets almost all its equipment from specialized 
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growth of transport and industry, and the diminution of subsistence agri- 
culture, force a growth of international trade upon these countries. Thus 
it is true, and very telling, that the foreign trade of U.S.S.R. in 1932 and 
again in 1952 was only one-half per caput of the volume attained in 1913, 
despite the industrialization, &c.; and that Italy’s foreign trade volume is 
four times that of U.S.S.R.1 But now that there is a big Communist inter- 
national market things are rather different. Thus in 1953 Hungary’s and 
Bulgaria’s trade turnovers were 1} times their volume in 1937; Rumania, 
East Germany, and Czechoslovakia had equal volumes in 1937 and 1953, 
and Poland (with the annexed Silesian coalfield) doubled her volume be- 
tween those years.2 Very many opportunities for international specializa- 
tion are undoubtedly missed, and the system is bad ; but the sheer current 
annual growth of the trade beats that in the rest of the world. 

It should be noted that Communist international trade is a perfect ex- 
ample of the vices of DP, outlined in section 3. What itis claimed there would 
happen if Polish planning were decentralized to ministries and provinces but 
kept on the present arbitrary principles, has already happened in the sense 
that Communism planning is decentralized among Communist countries. 


7. Five- and One-Year Plans 


Dr. Naum Jasny® has accustomed us to the view that five years are too 
long a period over which to plan, that the targets set are missed by a long 
way if only because they are constantly revised, and that the whole habit 
of making FYPs has become a propaganda device. This view leans too 
heavily on the chaotic and experimental pre-war period in U.S.8.R., which 
was also the heroic period of Soviet studies and has crystallized too much 
thinking on the subject too permanently. 

The role of the FYP in modern Poland is much more serious. The FYP, 
for instance, goes through Parliament as well as the Council of Ministers, 
the OYP only through the latter.‘ Discussion of the FYP, think the 
PKPG, takes up more ministerial time than the discussion of any one 
OYP. Above all the investment part of the OY P is in principle merely a part 
of the programme laid down in the F YP: the F YP is the government’s basic 
development plan. Indeed it could not be otherwise ; no serious investment 
plan could cover one year only as most projects take more than one year 
to complete. When Communists speak of their investment achievements 
they almost always speak in terms of so much money spent during this 
and that FYP. 


1 World To-day, Jan. 1954, p. 23. 

* E.C.E., op. cit., p. 113; taking U.S. wholesale prices as having doubled between 1937 and 
1953. 

8 Mainly verbally; cf., however, Social Research, Spring, 1954. 

* Since 1957 the OYP must also go through Parliament. 
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In fact a Communist FYP, though my Polish informants did not say so, 
does not differ materially from an Indian FYP, or indeed from the partial 
FYPs drawn up by our own nationalized industries or the University 
Grants Committee. Here there are indeed some material balances, but no 
precise orders as to who shall produce what, at what cost and price, and for 
which customer. A Communist FYP is in essence just such & document as 
the dirigiste or socialist government of a free country might draw up: a list 
of investment projects coupled with some basic output targets (including, 
of course, educational and technical projects and targets). Thus the only 
fairly recent and at the same time reasonably detailed document on a 
Communist FYP available to me is the 104-page law on the fourth Soviet 
FYP! (1946-50: subsequent publications on FYPs are of a derisory 
brevity). It bears a striking family resemblance to the 671-page first 
Indian FYP? (1951-6), although this was drawn up before Communist 
economists took to visiting Delhi in large numbers and might be held to 
have influenced Indian planning. Almost all the space in both documents 
is devoted to lists of investment projects, and projects for technical im- 
provement. The few output targets given are clearly exercises in predict- 
ing the outcome of the projects. True the Gosplan, more suo, lays down 
these targets as flat orders (‘in the 5 year period the output of copper shall 
be increased 1-6 times’), while the Indian Planning Commission speaks 
more modestly of targets and even ‘rough estimates’. But this is only 
‘Bolshevik firmness’: little attention need, surely, be paid to it. 

We see that what differentiates a Communist from a free economy ts the 
OYP, the central direction of current production. Thus the captured Soviet 
1941 Plan® really is a detailed document, giving thousands of orders about 
output in 1941. It is the OYP, then, that restricts the manager’s freedom 
and hinders the consumer from getting what he wants. It is the OYP that 
sets targets so high that there are no stocks or reserve capacity ; and in so 
doing makes high productivity a legal duty for every citizen. Almost all 
the characteristic stigmata of Communist economics: the hamstringing of 
local initiative, the violation of consumer’s sovereignty, the whole threat 
to political freedom in so far as any form of economic organization can be 
such a threat, and very much of the special incentive to produce more, are 
due to the OYP. Abolish the OYP and all these go with it. Of all the 
Communist differentia perhaps only the arbitrary pricing system and the 
institution of the kolkhoz would remain. 

This assimilation of Indian and Communist FYPs must not be mis- 
understood. What is asserted is that their technical economic nature is 


1 Soviet News, London, 1946. 

* Planning Commission, New Delhi, 7 Dec. 1952. French planning documents are very 
similar to this. 

* American Council of Learned Societies, Reprint no. 30. 

















P. J. D. WILES 207 


identical. Indeed the assertion is a truism: developmental pians must 
be lists of projects for investment and technical improvement. The two 
countries have, of course, quite separate political and social objectives—and 
these too are written into the plans, especially in agriculture. It is indeed 
another technical similarity that the Indian FYP makes provisions for 
‘village uplift’ while Communist FYPs pursue collectivization. Economic 
structures are not changed in a year; a FYP is the natural context in 
which to make provision for government-induced changes, inspired by 
what philosophy soever. Again, it has only been asserted that develop- 
mental plans cannot be OYPs, not that they must resemble the FYPs of 
either Delhi or Moscow. Just because the period of installation rules out 
one year it does not sanctify five. Rather, surely, should the planners aim 
at an ever-changing list of projects to be undertaken, most precise and 
detailed for the next two years or so and less and less complete as they 
look farther ahead ; so that instead of proceeding in five-year bounds they 
are always in the same state of certainty as to the next two years and the 
same state of uncertainty about the more distant future. 

There is no necessity for OYPs at all. They are not, above all, an in- 
eluctable consequence of having FYPs. They arise not from a desire to 
develop but from a mania to centralize and give orders. In as much as they 
raise productivity—for their high output-targets put the force of law be- 
hind productivity—cost targets and efficiency audits would have the same 
effect without imposing irrational output decisions from the centre or re- 
quiring innumerable material balances. The distinction between FYPs 
and OYPs seems to some extent to be appreciated by Professor Brus (see 
p. 216 below), but most unfortunately I have not had an opportunity to 
check my ideas on this subject with any Polish economist. 

Although the political and social effects of OYPs are different in kind 
from those of FYPs the technical economic differences are wholly of 
degree. Thus a F YP is indeed a set of output orders to the construction and 
machine-making industries, in just the same way as an OYP is to all in- 
dustry—with this difference, however, that if exact orders are given only 
to these two branches of the economy (and the fulfilment of the more 
general orders given to the other branches depends on plan fulfilment 
by these two) they can always pull in factors from elsewhere to fulfil 
them. Also it happens that these two branches are more heavily engaged 
in minor repair work than all others, and this can never be planned. The 
giving of exact output orders to one small section of the economy, in 
respect of the majority only of its output, is very different from impos- 
ing exact output orders on the whole. No strict and detailed material 
balances and labour targets are required in order that these industries 
alone may fulfil their orders. 
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Again, arbitrariness and irrational allocation are entirely possible in a 
FYP, though only of investment factors (and therefore perhaps most 
especially in the matter of location). And the choice of projects to embody 
in the FYP will depend partly on a rather vague material balance drawn 
up for the economy as a whole in five years’ time. 

What then remains of Dr. Jasny’s thesis? First, undoubtedly pre-war 
Soviet FYPs did contain much OYP-like material, and were the worse for 
it. But now the distinction between the two kinds of planning is fully 
recognized—by making separate administrative subdivisions in the 
PKPG and in Moscow actually by splitting the Gosplan into two separate 
bodies. Secondly, the current production targets in FYPs are indeed 
propaganda or perhaps promises, not to be taken seriously. They are not 
orders to the Ministries concerned. For unlike those in OYPs they do not 
depend upon existing capacity but upon the fulfilment of the investment, 
&c., projects which are the operative part of the FYP. Thirdly, Jasny is 
undoubtedly right in claiming that economic history cannot be periodized 
by reference to FYPs; some political or economic catastrophe invariably 
interrupts their course, necessitating great changes of policy, organization, 
and emphasis. Hx ante, however, the FYP is a very important document. 














COMMUNISM AND THE PRICE SYSTEM 


We reproduce here two Polish views on rationality and central planning. The 
author of the first, Professor Wlodzimierz Brus, was one of the best-known 
Stalinists among Polish economists; he worked, and still works, for both the 
Central Committee of the Party and the PKPG. In 1956 he swung right round 
to lead the Thaw. His speech at the conference of the PTE in June 1956, 
though not the first document of this kind in Poland, created a sensation. 
There follows one of the few counter-attacks that have appeared. Of course, 
in tts moderation it bears no comparison with what a Soviet author would have 
said. These are, then, extracts from Jozef Pajestka’s ‘In the Pincers of the 
Law of Value’. Mr. Pajestka works for the PK PG and, like Professor Brus, 
ts a member of the newly appointed Economic Council at the Cabinet Offices. 
P. J. D. W. 


I 


ON THE ROLE OF THE LAW OF VALUE IN 
SOCIALIST ECONOMY 


By WLODZIMIERZ BRUS 


Excerpts from a report delivered at the Conference of Polish Economists in 
Warsaw, June 1956 (Ekonomista, Dec. 1956) 


... I believe that the experience of the past period allows it to be said 
with all secondary aspects duly considered that the serious wastage and 
bureaucracy did not spring up accidentally but arose on the soil of a definite 
organizational system of the national economy, methods of planning and 
managing economic life. The State Commission for Economic Planning 
certainly is responsible for many negative items in the balance of the Six- 
Year Plan, but it is a mistake to think, as some do, that it will suffice to 
destroy the Commission’s premises in order for things to get better in 
Poland. 

The State Commission for Economic Planning and similar institutions 
are themselves a product of the system, though, it is true, an active product 
that begets other products: nevertheless they do not constitute an 
‘original sin’. Definite causes in definite conditions lead to definite results ; 
the point, then, is to discover the causes. . . . 

Firstly, socialist production and trade did not adapt themselves appro- 
priately to the structure of the population’s requirements and displayed 
far-reaching lack of elasticity. 
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Secondly, we have not succeeded in ensuring adequate economic effec- 
tiveness of expenditure of means both in the sphere of investment as well 
as in the sphere of production costs, productivity, full use of production 
capacity, administrative costs, &c.; there were many instances of simply 
criminal waste. . . . 

In accord with this, I hereby formulate my attitude: the basic cause of 
the negative aspects of the economic balance of the past six-year period 
lies in the insufficient application of the law of value in the mechanism of 
steering the national economy. .. . 

This in no way means that today I can consider what I wrote in ‘The 
Law of Value and the Problems of Economic Incentives’ to be sufficient 
even for a general characterization of the role of the law of value in socialist 
economy. Generally speaking, I support the fundamental thesis of that 
work, but I feel that in many instances it did not go far enough, was not 
formulated boldly enough, and was in places camouflaged. I found the 
objections of opponents (among others, on the question of the broader use 
of profits as a material incentive) were sometimes difficult to refute pre- 
cisely because I took an insufficiently consistent position, because I hesi- 
tated to make certain conclusions instead of freeing myself clearly from 
burdensome schemata. . . . 

In particular, it seems to me the solutions proposed by Oscar Lange in 
his work entitled On the Economic Theory of Socialism} are worthy of note 
today. Not because I agree with all of the author’s solutions, and in 
particular with the theoretical methodological foundations of his con- 
ceptions; on the contrary, I believe particularly that rejection of the 
theory of marginal utility and the basing of the whole reasoning on the 
Marxist theory of value can lead to positive results. Nevertheless, the very 
conception of an economic mechanism advanced by Lange is worthy of 
careful study, and many elements of it should be applied (this is reflected 
in later parts of this report). 

The basic problem in the solution of which I believe there must be an 
expression of consistent recognition of the role of the law of value in 
socialist economy is the problem of prices and their role in planning. 

I believe that in our reasoning heretofore on this subject we made an 
essential error, that of separating retail prices (let us call them market 
prices) from prices in relations between state enterprises, especially the 
prices of the means of production (let us call them calculation prices). . . . 

The question arises: how to realize this connexion of market prices, 
defined as equilibrium prices, with value? In the capitalist economy of 


1 Oscar Lange, On the Economic Theory of Socialism, 1937. The basic part of this work was 
printed in Polish in No. 4 of Ekonomista, 1956: ‘On the Question of Economic Planning in 
the Socialist System’. 
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free enterprises the mechanism of supply and demand brings prices to 
value (the price of production) which is the centre of gravity of the price 
fluctuations. Naturally, the movement of prices reacts directly on value 
itself, forcing the producers to reduce costs. 

It seems that in a certain sense an analogous mechanism (of course, 
acting not spontaneously but in a planned way) may be devised for a 


. socialist economy. The planning organs can foresee the sum total of cost 


of goods on the one hand and the sum total of accumulation on these 
commodities on the sum total of prices on the other hand. In this way, 
something in the manner of an average rate of accumulation can be con- 
structed and, as a result, something in the manner of a production price 
for every commodity. If the market equilibrium price shapes up higher 
than the average production price for the commodity (and hence gives 
higher accumulation! than average) this is a sign that the demand for the 
given commodity exceeds supply. In the reverse case the supply exceeds 
the demand. On this basis the planning organs can decide to increase or 
reduce production of a given commodity, passing this decision on to the 
appropriate producer. In this way the planning organs can ensure 
balanced exchange and bring prices to the level of value (costs plus accu- 
mulation)... . 

The process of consumption reacting on production, of adapting the 
structure of production to the structure of consumer requirements, must 
take place through the medium of the market, by transmitting market 
impulses to production, with due account for the corrections mentioned 
above. In this sense, above all, planning of production is impossible with- 
out the proper use of the law of value. 

How can market impulses be transmitted to production ? 

This can be done, as it is at present, in the form of direct directives, not 
taking into account the mechanism of prices. The enterprise receives an 
order to produce a definite quantity of a given commodity, which often 
entails far-reaching changes in the primary plan (five-year plan or one-year 
plan). The production plan must be followed by appropriate supplies of 
materials, sometimes necessitating changes in the plans of suppliers, &c. 
It is seen at a glance that this sort of system must be based on 
centralized orders, strict distribution of materials, and largely administra- 
tive control of assortment and quality, for the enterprise is undertaking 
production not because of economic interest but because of received 
directives, on the basis of which all sorts of economic indices? are calculated. 

That is how things look in practice today. But by no means does it have 


1 Accumulation means the social charge made to the consumer, by way of profit margin plus 
indirect tax (which are held to be indistinguishable), for the coverage of general state expenses and 
public net investment.—P. J. D. W. 

® ‘Indices’ is a word loosely used to mean plan targets or orders of any sort.—P. J. D. W. 
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to look like this. It seems that the requirements of the consumers, as 
expressed in the fluctuations of market prices, can be transmitted to 
production, not necessarily by the method of direct orders but by economic 
means ; above all, through an appropriate policy of calculation! prices, i.e. 
the prices paid, for example by state trade enterprises to state industrial 
enterprises. 

At this moment I am by-passing the question of whether the price 


received by industry is to be shaped on the basis of factory prices—in other — 


words, prices already deprived of a large proportion of the accumulation 
levied in turnover tax—or whether this is to be a price including full 
accumulation. However, irrespective of what type of calculation price we 
use, the planning organs can and should pursue a policy of calculation 
prices taking into account the requirements of the market. If an enterprise 
and its employees are interested in the financial results (a connexion 
between material incentives and profitability is indispensable here), the 
setting of a profitable or less-profitable price should have an influence on 
the beginning, expanding, reduction, or cessation of the output of a given 
commodity. Changes in the structure of production will follow not on 
the basis of an order but on an economic basis. The planning organ, guided 
by the market situation and the assumptions of the economic policy, will 
establish an appropriate structure of prices which trade enterprises will 
pay to industry. This will make possible direct relations between trade 
enterprises and industrial enterprises, eliminating permanent. conflicts 
between products that are ‘profitable’ from the point of view of industry 
and products that are profitable from the point of view of the consumer 
(what will be profitable for the consumer will also become profitable for 
the producer), will ensure mutual control by suppliers and receivers, and 
finally will liquidate the bureaucratic labyrinth of the apparatus assigning 
the plan tasks. 

At least two conditions are necessary for the implementation of this 
system. 

Firstly, both suppliers and receivers must be materially interested in 
financial results ; only then will mutual control eliminate excessive control 
to the benefit of the consumer both with regard to quality and assortment. 

Secondly, granting enterprises the ‘right of choice’, i.e. the right to 
decide about the dimensions and trends of production on the basis of 
economic calculation (with an appropriate system of prices, independent 
of the enterprises). 

The solution sketched above by no means undermines the wiih of 


1 i.c., effectually, wholesale prices. Nationalized industry is considered as one concern, 80 
that reckonings between enterprises are mere accountancy or calculation—khozraschot. ‘ Real’ 
prices are those paid by consumers or to workers and the agricultural sector.—P. J. D. W. 
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planning production. The task of the central planning organs, of course, 
would still be to draw up commodity balances, establishing the tempo of 
increase in production, &c. 

The balance! method is one of the most fundamental elements of planned 
economy. But balancing need not be identified with the direct distribution 
of the balanced articles. In my opinion the system of centralized direct 
distribution does not result from the essence of planned economy. Every- 
where that conditions are mature it should be replaced by economic means 
of reacting, since a centralized system of allocations entails large losses. 

In our economic system we have production or trade units which we call 
enterprises. In fact, however, these are not enterprises since they do not 
have the right to make independent decision on the basis of their own 
calculation but must instead accept decisions imposed without regard for 
their economic interests. It seems that without appropriate freedom of 
choice, connected with material interests, there cannot be genuine econo- 
mic accounting. The one that exists in our country and to which we devote 
so much space in our economic literature is, in fact, a mere shadow of real 
economic accounting. Let the planning organs not take the decisions for 
the enterprises; their role should amount to creating such economic 
conditions so that the decisions of the enterprises would go in the direction 
desired. Then the mechanism of economic ties between enterprises and the 
system of accounting, financial sanctions, &c., functioning so ineffectively 
today, will operate smoothly. . . . 

At the same time, the role of the bank should increase with a simul- 
taneous change in the character of its functions ; instead of a peculiar office 
dividing means on the basis of a priori directives and countless regulations 
we need a full-blooded financial situation, naturally giving enterprises 
credit on economic principles.* 

The place and role of the enterprise (in the full sense of the word) in 
socialist economy is one of the key problems, and the solution of this 
problem will essentially help to overcome the excessive centralization of 
planning. 

The task of planning organs is not only to have an influence on the 
dimensions and structure of production but also on the size of the 
consumption of living labour and dead labour expressed in the cost of 
production. 

It seems that action through economic means should bring better 


1 4.e. the drawing up of material input- output tables of given ¢ dities—a rudi 
input- output analysis. Bureaucracy enters in, Brus is saying, when the glenner says which 
recipient is to be supplied by which producer.—P. J. D. W. 

2 At present the bank is the watchdog of plan fulfilment. Its main object is to refuse to clear 
any cheque drawn by an enterprise that cannot be shown to finance a transaction specified in the 
enterprise's plan. This imitation of the Soviet banking system, reducing all banking to the super- 
vision of imprest accounts, is extremely unpopular—not least among Polish bankers.—P.J.D.W. 
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results than do present methods also(perhaps the word should be ‘ especially ’) 
in this field. A proper price policy, on the assumption that enterprises have 
a certain freedom of choice and are interested in attaining better financial 
results (hence, on the premise of the establishment of sus generis! compe- 
tition) should create incentives: (1) for reducing costs in every enterprise, 
both by increasing labour productivity and economizing on materials as 
well as through the choice of appropriately less expensive production 
factors (on the supposition of a much stricter control of quality by the 
receiver than is practised today); (2) for placing production better from 
the point of view of costs by eliminating enterprises producing a given 
commodity more expensively and by concentrating production in more 
economical enterprises. 

This latter problem requires further clarification. Today’s practice of 
planning the reduction of production costs leads mainly to giving the 
central boards and then the enterprise a definite percentage for reduction 
of costs (when comparable production is involved) or the sum total of 
costs of the entire production. Generally speaking, the cost plan is a 
consequence of the production plan, i.e. the cost tasks are related to the 
previously determined established production programme. But the level 
of costs is very rarely, or perhaps even never, one of the primary elements 
for establishing the production programme of an enterprise, for assigning 
production tasks to various enterprises in such a way that the average 
cost of a production unit would be the lowest possible. The relation 
between production planning and cost planning is reflected even in the 
organizational structure of the state Commission for Economic Planning 
and the economic ministries where the costs departments are separated 
from the departments planning production. 

As a result of the mechanical and haphazard assignment of the produc- 
tion programme there is frequently an enormous difference between unit 
costs for the same commodity produced in different enterprises. This 
results not only from differences in technical level but, not infrequently, 
simply from the fact that the enterprise is not adapted to such production, 
though it has great possibilities in another field. 

I believe that the proposed methods of planned action by economic 
means should have a beneficial influence on the implementation of the 
principle of minimization of expenditures. With a proper policy of prices, 
enterprises with unfavourable economic return will not undertake produc- 
tion, but, on the other hand, enterprises whose economic return turn out 
particularly profitable will strive for the largest possible orders. If in 


1 This is Professor Brus’s own phrase; it is not an accepted part of Marxist jargon. The 
reference is not, of course, to ‘ socialist competition’ as understood in U.S.S.R., but to the kind that 
would result from Brus’s reforms.—P. J. D. W. 
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addition the postulated right of the enterprise to utilize a certain part of 
the profits for investment is put into practice then a real possibility will 
arise for expanding the production capacity of products yielding economic 
return ; in this way economic factors will lead to more independent action 
and will make possible results which rigid centralization of planning and 
decision is not in a position to achieve. 

Naturally, the possibilities of cutting down costs to the minimum level 
through proper administration of production, mobilization of internal 
reserves, investments by the enterprises themselves, &c., are limited. 
Reduction of costs is inseparably linked with great technical progress and, 
hence, also with the main trend of the investment programme which, in a 
socialist economy, can and should be implemented on the basis of central 
planning. But economic considerations should have a much greater 
influence than heretofore on the central investment programme. One of 
the points here is to draw more conclusions for the investment programme 
from the market situation which reflects the structure and trends of 
development of the population’s requirements. 

In connexion with the problems of the investment costs the question 
arises of taking into account in the economic return of state enterprises the 
size of the means (durable and circulating) put at their disposal by the 
state. 

There seems to be full justification for the demand for the inclusion of 
the whole of the means involved into the economic accounting by discount- 
ing them. 

I see no reason for the law of the total ‘banishment’ (with the exception 
of short-term credits) of interest from socialist economy. Interest on the 
means at the disposal of enterprise will ensure good management, will give 
the enterprise an interest in reducing the absorption of social funds, to a 
great extent will make unnecessary detailed and ineffective control of 
expenditure, will replace it by control ‘with the help of the zloty’ of 
interest paid, and finally will facilitate settlement of the problem of pro- 
fitability and correct structure of prices. The present system of setting 
prices creates the paradoxical situation in which the greater the relative 
participation of costs of materials in the production costs, the easier it is 
for the enterprise to gain profit, for profit is set in the factory price as a 
certain percentage of the total production costs. 

It seems that appropriate subtractions from profits, paid by the enter- 
prise in the form of interest on the sum total of the means engaged (with 
due account for the rate of capital turnover), will make it possible to 
eliminate this paradoxical situation and will facilitate the transformation 
of profit into a synthetic index of economic results. . . . 

In addition to the considerations mentioned above the necessity for 














COMMUNISM AND THE PRICE SYSTEM 


using interest appears clearly in calculating investment effectiveness (the 
problem of frozen means). 

In connexion with the thesis of the necessity for basing methods of 
planned management of the national economy on economic means, in 
particular, for utilizing the price policy connected with the market situa- 
tion, for making broad use of profitability as an incentive, &c. the 
problem arises whether all of this is to apply only to the production of the 
means of consumption or also to the production of means of production. 

It is clear that the production of the means of production, especially the 
basic instruments of production (machines and instruments) and the key 
raw materials (power, steel, &c.) play a special role in the national economy. 
Ownership and strict control by the state of the production of the means 
of production is the basis of planning an economy. The influence of de- 
mand on the production of the means of production is not and cannot be 
as direct as in the case of the production of the means of consumption. The 
connexion between the producer and the receiver is also of a different 
character, the production tasks are subject to less fluctuation, &c, 
Therefore, not only from the practical point of view but also from the 
theoretical point of view it is difficult to imagine that precisely in the 
production of the principal means of production one could depend in a 
planned economy on the automatic action of the economic mechanism 
(even though steered). In this field, it will perhaps not be possible for 
certain elements of direct intervention by central planning organs ever to 
disappear ; in any case they will remain longest. This, it seems, applies not 
only to the production tasks but also to the distribution of certain goods 
of key significance to the national economy. 

Theoretically, it seems altogether possible in the sphere of the produc- 
tion of the means of production to organize economic activity to a greater 
degree on the basis of direct connexions between enterprises! by means of 
broad use of plan contracts,? supported by an appropriate price policy 
connected with a definite ‘freedom of choice’ and material incentives for 
enterprises and workers, depending on financial results. 

Here, too, the whole of the economic means should play an important 
role in the realization of the balance assumptions ; but, in addition to other 
considerations, it should bring advantages in the form of substantially 
increased possibilities for correcting possible errors made in drawing up 
the balances, which are corrected with great delays within the present 
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1 In speaking of enterprises I do not necessarily mean single undertakings. They can be 
large units taking in a number of undertakings. The intermediary of special institutions 
organized as enterprises is also not excluded. This type of problem can be solved in various 
ways, but this does not change the essence of the matter. 

2 Contracts between enterprises to deliver and accept aa” certain goods. The contracts 
must be made within the framework of the plan.—P. J. D. 




















WLODZIMIERZ BRUS AND JOSEF PAJESTKA 217 


rigid system of central distribution. Once more, I stress that in relation 
to the production of the means of production the factors of direct inter- 
vention and control on the part of the central state organs would have to 
be more precise, especially as far as the basic means of production are con- 
cerned. But this by no means removes from the order of the day the ques- 
tion of full utilization of the economic forms of planned economic activity. 

Of particularly great significance for the elastic adaptation of the struc- 
ture of production to the structure of needs and to the creation of condi- 
tions of ratioral management is the embracing of the entire national 
economy (both the production of the means of consumption and the 
production of the means of productior) by a price system built on uniform 
principles, a system that is consistent and set up objectively. It seems 
that such a system can arise only when market prices are its point of de- 
parture and when the prices of products on higher levels are built step by 
step with due regard for their interdependence. With a consistent system 
of prices in which, among others, the peculiar ‘dual value’ appearing in 
our country today will disappear (the zloty in the price of one article is 
not equal to the zloty in the price of another), profitability or non- 
profitability of a product or else of a whole branch will cease to be some- 
what arbitrary and will take on the quality of objectivity in full. 

With a proper system of prices financial results can constitute a basic 
criterion for the economic activity of enterprises. 

The opponents of the application of economic incentives based on 
financial results refer to the conflicts appearing in practice between the 
production programme, as expressed in goods, and the financial interests 
of the enterprise (violation of assortment for the benefit of so-called high- 
accumulation! goods). The observation is correct but the reasons, in my 
opinion, lie in the imperfect and insufficient consistency in applying 
economic accounting. 

On the one hand, we place the enterprise in a definite system of costs, 
prices, profits, &c., with which, in one form or another, we link material 
and moral incentives. On the other hand, we ignore the system created, 
for example, by imposing upon the enterprises an assortment which does 
not hold out prospects of economic return. Hence, instead of using the 
existing commodity forms and the incentives connected with them (per- 
fecting them appropriately) we act contrary to them though we do not 


‘ remove them. The conflict is inevitable since it lies in the very assumption 


and it appears all the greater the greater the incentives on the one hand 
and the degree to which they are ignored on the other. Hence, if we 
1 i.e, highly profitable goods, See footnote 1 on p. 211.—P. J. D. W. 


2 In Marzist jargon a ‘commodity’ is bought and sold for profit on a genuine—t.e. quasi- 


capitalist or capitalist—market, A ‘product’ is exchanged in a purely planned way at ‘caleula- 
tion’ prices.—P. J. D. W. 
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regard economic accounting and the entire complex of categories con- 
nected with it as an objective necessity resulting from the action of the 
law of value, then we should: 

firstly, build a correct accounting system—above all, a system of prices ; 
and 

secondly, consistently apply it as an instrument for attaining planned 
proportions, not treating it as a superfluous thing which can be ignored. 

Then there will be no conflicts between the financial results and the 
concrete tasks. 

Naturally, in order that profitability in socialist economy should play 
the role of an effective instrument of planning, it cannot be treated ‘com- 
mercially’ ; it must not be allowed to happen that the striving for the best 
possible financial result becomes a source of spontaneous processes con- 
tradictory to social interests. It seems that there are conditions which 
allow us—by utilizing profitability—to avoid phenomena appearing in 
capitalism. These are, among others: 

1, A system of prices, economically justified but set not by the enter- 
prises (or the central organs concerned) but by the state planning organs.! 
Without this condition, which deprives the enterprise of direct influence 
on prices, there can be a tendency to seek profit by jacking up prices, there 
can be tendencies towards a peculiar monopolization. As far as we can 
judge from the meagre materials which we have at our disposal in Poland, 
this is precisely one of the important errors committed in Yugoslavia. 

2. Setting of basic wages by the state. In a socialist economy the policy 
of increasing profit at the cost of wages must be completely excluded. In 
addition to the centrally defined assumptions for the division of the 
national income and the wages fund, grass-roots control on the work of 
economic administration should be an important factor in counteracting 
such tendencies. The principle of participation in profits will play the role 
of an incentive by opening up possibilities for an increase in income— 
above basic wages, if appropriate financial results are attained. 

3. Expenditure of the basic part of the accumulation fund (the 
centralized accumulation fund), not from the point of view of profitability 
in the narrow cross-section of the enterprise or branch or for the sake of 
immediate effects but from the point of view of the interests of the 
economy as a whole and with due account for long-range effects. Such 
a point of view, of course, reacts on the calculation of the investment’s 
effectiveness. This is not the place to discuss this exceptionally broad 
theoretical problem. I am concerned only in stressing the fact that 
the criteria of economic effectiveness of investment both with regard to 


1 I should now prefer to say ‘set independently of the influence of the enterprise’; the 
direct intervention of the state is often not necessary.—W. B., May 1957. 
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choice of trend of investment programme as well as choice of individual 
variations of the solution must be connected as closely as possible with 
financial effects, taking the factor of time into account as precisely as 
possible. 

Is all of this reasoning not subject to the charge that it is narrow econo- 
mism, that it ignores considerations outside of economic ones—political and 
social above all? A charge of this kind would be based squarely on mis- 
understanding. We do not ask that decisions be made solely on the basis 
of economic accounting ; the point is that in every case such an account 
should be prepared, and it should be precisely a purely economic account, 
without any secondary considerations. 

After making an account one should look at the entire problem from 
other points of view; a version less economical but offering other advan- 
tages, e.g. defence, social, may be chosen, but each new decision of this kind 
must be taken with full awareness of the additional costs. Hence, econo- 
mic accounting, economic consideration, is an indispensable element of 
each investment decision or of any other major economic decision, irrespec- 
tive of how many or how important are the circumstances which must be 
taken into consideration. 

Although this question has appeared throughout the entire report it is 
time now, in the final part, once again to return to it and to try to give an 
answer in the most synthetic form: is the above-mentioned idea not equi- 
valent to a recognition of the law of value as a regulator of production, and 
will it not bring the ‘dethronement’ of the law of planned development ? 

In order to give an answer it is first necessary to make clear how the 
‘regulating role of the law of value’ is understood. I understand the action 
of the law of value as a regulator of production which seems to be a spon- 
taneous process of reaction by individual enterprises to the shaping in- 
fluence of the market situation, for the sake of attaining the largest pos- 
sible profit and without regard to the effects on the national economy as a 
whole. Profit, linked as it is to the movement of prices, is in this case the 
purpose in itself, unsubordinated to any social purpose. Hence, this pro- 
cess must inevitably cause disturbances in the equilibrium, must sow 
anarchy in the national economy. 

By no means do I envisage the role of the law of value and of the cate- 
gories connected with it in a planned economy in such a way. The point 
is not to eliminate planning but to ensure planned realization of propor- 
tions with the aid of economic instruments on the basis of the utilization 
of the law of value. The point is to have consistent, and hence much 
broader, recognition of the role of the law of value, not as a self-existent 
factor, however, but as the basis of economic accounting and of the system 
of incentives, with the aid of which society will realize its objectively 
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defined purposes better than heretofore. The introduction into a planned 
economy of a mechanism, working to a certain extent automatically, 
cannot be considered equivalent to spontaneity, if this mechanism works 
or acts as intended, if it permits speedier and more efficient movement in 
the given direction. In the Soviet Union recently the methods of detailed 
planning and regulation in agriculture were abandoned and were replaced 
by a number of economic instruments based to a large extent on the 
utilization of the law of value. Can it be denied that this move helped to 
strengthen planning and contributed towards easier attainment of the 
aims of state economic policy ? 

The conception dealt with in this report contains a number of funda- 
mental elements which should constitute sufficient guarantee that the 
machinery put into operation will not get out of control. 


1. Concentration of the basic means of production in the hands of the 
entire society, in the medium of the socialist state, and on this basis 
determination of the main proportions of the division of the total 
products and national income, especially the division into accumula- 
tion funds and consumption funds,! together with determination of 
how high basic wages should be. 

2. Centralization of most of the accumulation funds which will make it 
possible to set the main trend of investment proceeding from the 
point of view of social profitability. 

3. Concentration of the credit system, monetary circulation, bank and 
financial control, &c., in the hands of the state. 

4. Prices planned by state planning organs. 

5. Development of a system of plan contracts between branch enter- 
prises of the economy. 

6. Monopoly of foreign trade. . . 


I also wish to state that by no means do I oppose the balance method in 
planning, but I regard it as possible and useful to realize the balance assump- 
tions outside of certain special cases, especially with regard to the basic 
means of production, not through distribution but through the application 
of appropriate economic measures. The demands to shape the structure 
of production through prices, in accordance with the structure of demand, 
to apply economic criteria consistently in investment and in programming 
production, &c., are, I believe, in no way contradictory to the basic prin- 
ciple of planning, but on the contrary, it seems, create possibilities for 


1 4.e. into investment and consumption.—P. J. D. W. 

2 4.e. not by a centralized system of administrative orders, telling who to give how much of the 
‘balanced’ material to whom, but by letting buyers and sellers bid for ihe material. The drawing 
up of a balance then merely ensures that there will be no general bottleneck or glut. Sce footnote 1, 
p. 213 —P. J. D. W. 
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much more effective and rational attainment of the aims of the plan than 
by methods used thus far. 

If, despite these arguments, some people will use the term ‘regulation of 
production’ to describe such utilization of the law of value in planned 
economy, the dispute will become purely formal. For, irrespective of the 
definition, what we have here is a function of the law of value that is 
qualitatively different in comparison with capitalism. 

It seems that the most important thing is firmly to emphasize the neces- 
sity for full and consistent utilization of the law of value in planned 
socialist economy. I believe that this is an indispensable condition for the 
democratization of our economic life, for generally applied economic 
accounting, for opening the field for industry and initiative, which can 
bring about veritable miracles. . . . 

In addition, the basing of economic action to a greater extent than today 
on the basis of economic return will introduce a certain element of risk ; in 
conditions where risks are made not with one’s own capital, where there is 
no real possibility of deducting the losses in the event of erroneous deci- 
sions. This constitutes a danger. It seems true enough that this is not an 
insuperable difficulty, especially with the management and the entire 
labour force being interested in the financial results of the enterprise, and 
in connexion with this feeling an increased sense of ownership in relation 
to social property—but one should not fail to take this kind of difficulty 
into account. 

The list of difficulties and reservations can certainly be extended. But 
I do not believe that despite everything it is possible to give up attempts 
to improve our economic mechanism. It is difficult to imagine otherwise 
the elimination of the troubles now besieging us. All calls for decentraliza- 
tion and democratization of the method of economic management will 
remain empty words if an appropriate system of economic means is not 


II 
IN THE PINCERS OF THE LAW OF VALUE 
By JOSEF PAJESTKA 
(Zycie Gospodarcze, 17/1956) 

... We assume that the instruments of forming the system of production 
are the prices. Hitherto we were wont to decide upon tasks for enterprises 
by way of administration.1 Our planning was frequently erroneous and 
hence the justified criticism. And what about using the prices and not the 


plan with regard to the various enterprises ? 
1 In post-Stalin Marzist jargon, ‘administration’ means giving arbitrary orders. P. J. D. W. 
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Will the problem of the suitable discernment of needs come to be auto- 
matically solved in this way? Not in the least degree. Central authorities 
can be just as wrong as before, and even to a greater degree, because 
besides the problem of the discernment of needs there would be another 
problem—the fixing of prices in such a way as to ensure that production 
and needs strictly correspond to each other. .. . 

In order that the impulse of the market might become an incentive for 
the producers, there is required a certain move on the part of the state, 
a change of prices. If the state does not change prices as 2, result of a 
change in the market situation, then the benefits resulting from the 
automatism are lost... . 

Changeability, elasticity of prices are the consequences of the employ- 
ment of the mechanism of values. . . . Two important problems present 
themselves in this connexion. The first is a practical one. Can the state 
guarantee such a price policy as to ensure for a great number of producers 
the maintenance of market balance in the constantly changing conditions 
of the market? It cannot do this, A certain amount of stiffness must 
manifest itself. 

An attack on the law of value tends to be unpopular today. This is 
above all connected with the fact that it is from the position of the law of 
value that sharp and accurate criticism of a number of errors in our 
methods of running the economy came, and frequently correct suggestions 
for their remedying. And I wish to stress that I do not interpret opposition 
to the law of value as being synonymous with opposition to all the con- 
clusions drawn, allegedly, on its basis, .. . 

8. Kurowski’s proposal is not complicated—a jump into full free com- 
petition : enterprises are to be independent economic objects, the elasticity 
of all prices and the elasticity of a production regulated through the market. 

are to be maintained, and ‘down with administrative stimuli’. And what, 
would be the role of the plan in all this ? someone might ask. The author 
gives an answer. He maintains that in this system there is room also for 
‘planning and a central plan’. What room? Plans which perform a 
co-ordinating function should be built, states the author. But here inevit- 
ably the question arises—in what way is the plan to perform this co- 
ordinating function? The author does not give a reply. And that is not 
surprising, because this would lead him, so it seems to me, to a clear 
presentation of the alternative: either a plan, or & universal mechanism of 
the law of value. In any case I find it difficult to guess why the author 
needed this concept of a co-ordinating plan. For he himself previously 
described how magnificently the mechanism of the law of value co- 
ordinates production with requirements. Does it, perhaps, need correction ? 
This conclusion does not in the least follow from the author’s reasoning. 
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I trust the author and my readers will forgive me if I say frankly what I 
think about this concept of a co-ordinating plan in conditions of full free 
competition. This is a fig-leaf, a kind of patch used to cover up something 
in order that it should not offend modest eyes. .. . 

Constructing the plan, however, we have carried out certain corrections: 
the law of value, as some say, has also ‘disadvantages’; we recognize the 
necessity of fast development of heavy industry, yet this necessity does 
not follow from the law of value at all, &c. What about this case? We 
increase the prices of the goods whose development we want to step up, 
they will tell us. And so what? 

Here it must be said: such & programme is a two-sided device. Indeed, 
enterprises can step up production, but they also can simply accept a 
higher price, and assign the higher income to, say, housing projects. Com- 
petition will force them to step up production? This is very doubtful. 

How then shall we secure the fulfilment of the plan ? 

And is it permissible to fix production targets for enterprises? No, they 
will tell us, for this is an administrative order, it undermines the whole 
conception of the mechanism of values. . . . That’s it: it undermines, I 
wanted to say. I am unable to reconcile the conception of planning with 
that of the mechanism of values. None of the authors who support the 
law of values has proved their consistency. . . . 

It is a fact that we planned badly, that almost everything was done to 
disgrace planning, that we planned without a scientific basis, without 
calculation, hence wilfully, that fixed bureaucratic pattern only too often 
replaced common sense, that we believed blindly in administrative decrees, 
&c. All this, however, cannot prove in any way the impossibility of 
planning. If someone wrecks his car it does not mean at all that cars as 
such are good for nothing. . . . 

All this clearly does not signify that in certain fields (such as agriculture, 
small manufactures) it is impossible to base operations on conditions 
approaching free competition. On the contrary, this is strongly indicated. 
Even in a key industry certain marginal operations can be undertaken 
under conditions favouring free and elastic relations. 

But this is not what the discussion is about. The above-mentioned 
economists refer to the automatism of the law of values as if it were a com- 
plete system of socialist economy. The discussion therefore concerns the 
fundamental nature of the socialist planned economy and its prospects. 
Hence the non-recognition of the model of free competitive automatism 
(be it directed or not) does not signify the non-recognition of some correc- 
tions to our economic system, but signifies the non-recognition of it as our 
perspective for development. . . . 

It so happened that on the basis of this viewpoint a number of correct 
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concepts were formulated such as the greater independence of enterprises, 
the use of economic incentives, rendering the price system of the means 
of production more efficient, the profitable dispersal of production, per- 
centage levies on capital investment,! the liquidation of bureaucratism, 
&c. Hence it must be admitted that this viewpoint has certain consider- 
able social merits. It was, after all, be it as it may, perhaps the main 
theoretical basis in the struggle against centralistic and bureaucratic 
deviations in our methods of running the economy. On the other hand, a 
number of incorrect conclusions are drawn from the tenets of the law of 
value. 





1 4.¢. interest —P. J. D. W. 














A NOTE ON PRODUCTIVITY CHANGES 
AND THE TERMS OF TRADE! 


By A. ASIMAKOPULOS 


ProreEssor Hicks, in his Inaugural Lecture,? has presented a very elegant 
analysis of the effects of differential rates of productivity change on the 
terms of trade and has applied it to a consideration of the ‘Long-Run 
Dollar Problem’, Mr. Mishan, in a later Note,’ has argued that the results 
given by Professor Hicks’s model depend to a certain extent on the value 
of the income effects. It will be shown here that although the points made 
in Mr. Mishan’s Note are correct and interesting as far as they go, they do 
not apply to the two-country, four-commodity ‘world’, originally examined 
by Professor Hicks. The value of the income effects must, however, be 
taken into account before drawing a conclusion as to the effects of a change 
in productivity in the industry whose product is consumed only at home, 
and Professor Hicks’s argument must be reconsidered in this light. 

In his analysis of the ‘Dollar Problem’, Professor Hicks attempts to 
isolate the contribution of differential rates of change of productivity to 
this problem by examining a simplified situation. He deals with a model 
world containing two countries and four commodities. Each country pro- 
duces two goods (or types of goods), only one of which is exported. Pro- 
duction takes place in all industries under conditions of constant costs. 
The domestic (i.e. non-exported) good in each country is a close substitute 
for the imported good. Since he is interested in studying the effects of a 
faster growth of productivity in one country than in another, he further 
simplifies his model by assuming that productivity in the latter remains 
unchanged. 

The changes in the innovating country, by altering money incomes and 
prices, will affect its international trade. This disturbance might require 
both ‘monetary’ and ‘real’ adjustments in the stationary country to re- 
establish equilibrium in its trade balance; that is, not only changes in 
the level of money incomes and the rate of exchange but changes which 
increase or decrease its real income as compared with the level before 
the productivity change occurred. If it is assumed that money incomes 


1 This Note has greatly benefited from comments made by Professor Harry Johnson on 


an earlier draft. 
2 J. R. Hicks, ‘An Inaugural Lecture’, Oxford Economic Papers (New Series), vol. v, 


No. 2, June 1953. 
8 E. J. Mishan, ‘The Long-Run Dollar Problem—A Comment’, ibid., vol. vii, No. 2, 


June 1955. 
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and the prices of its goods remain constant in domestic currency in the 
non-innovating country, then it is possible to determine whether its real 
income will rise or fall as a result of the change in the other country, by 
determining whether the change in the barter terms of trade required to 
re-establish equilibrium in the balance of trade is favourable or unfavour- 
able to the stationary country. Even if the net effect were favourable to a 
stationary country in this sense, the measures required to re-establish 
equilibrium in the trade balance, internal deflation, and rate of exchange 
movements might not be easy of application, and the change, although 
potentially beneficial, might lead to an adverse balance in the stationary 
country’s accounts ; it may suffer a ‘shortage’ of the innovating country’s 
currency because of rigidities in the economic system. Although not deny- 
ing that this is a possible source of difficulty if the innovating country’s 
money income does not move, Professor Hicks places more emphasis on the 
question of whether the changes give rise to the need for real adjustments, 
and this is the aspect of the problem that will be considered here. 

Professor Hicks concludes from his analysis that only innovations 
occurring exclusively in the domestic-good industry would turn the terms 
of trade against the stationary country after equilibrium in the trade 
balance had been restored. If the income effect on the demand for imports 
is positive, then the change in the terms of trade arising from a uniform 
increase in the productivity of all industries in one country is favourable 
to the stationary country. It is this conclusion to which Mr. Mishan takes 
exception. He claims that the income effect must not only be positive 
for Professor Hicks’s conclusion to be valid but it must be greater than a 
certain value, if production takes place under conditions of increasing 
costs rather than constant costs. But in making this criticism Mr. Mishan 
alters the nature of Professor Hicks’s model by reducing it to one containing 
only two commodities, both being produced in each of the two countries 
at increasing cost. 

Mr. Mishan’s analysis, originally presented geometrically, can be pre- 
sented algebraically as follows.! His argument depends on showing that in 
order that the income effect on the demand for imports be positive, it is 
hecessary for the income effect on the demand for import-type goods to 
be greater than zero by a certain amount. 

Let it be assumed that wage increases ‘absorb’ the productivity im- 
provement in the dynamic economy, and that initially, before international 
trade repercussions, there are no changes in the prices of the commodities.* 


1 An alternative proof is given by W. M. Corden, ‘Economic Expansion and International 
Trade: A Geometric Approach’, Oxford Economic Papers (New Series), vol. viii, No. 2, 
June 1956. 

2 Alternatively it can be assumed that a flexible rate of exchange moves in such & way 
as initially to preserve the initial level of prices in an international currency. 
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Following Mr. Mishan, the two commodities in the world are taken to be 
grain and textiles, the former being the exports of the innovating country’s 
(denoted as country 1), the latter its imports. 


Let D, = D,(Y) (1) 
be the relation between the total demand for textiles and money income in 
country 1.1 


Under our assumption of a uniform change in productivity in all in- 
dustries, there is a constant relationship between the supply of textiles 
(S,) and money income: both increase in proportion to the rise in pro- 
ductivity. Therefore we can write 


Sz _ a Y, (2) 


where a, denotes the initial, and maintained, ratio of total domestic supply 


of textiles to total money income in country 1. 
The demand for imports (m,) is obtained by subtracting from the total 
demand for textiles the domestic supply of textiles. Thus, 


m, = D,(¥,)—S». (3) 
Differentiating (3) with respect to income, we obtain, 
Om, _ 8D, 
a a, as (4) 


Therefore, in order for the income effect on the demand for imports 
to be positive, when the income rise is due to a uniform rise in productivity, 
it is necessary for the income effect of the demand for that type of good to 
be greater than a value equal to the ratio of the domestic production of 
this good to total money income (equivalent to total domestic production 
when all prices remain constant). 

Under conditions of constant cost, and (as here) in the absence of trans- 
portation costs, it would not be possible to obtain such a resuit, because, 
with the exception of the case where one country was disproportionately 
large and gained no benefit from international trade, there would be com- 
plete specialization in both countries. Nor would it be possible if, as in 
the case postulated by Professor Hicks, the countries involved produced 
different goods. The demand equation for imports would then not be as 
above, a derived demand, the difference between the total demand for 
that type of good and the domestic supply, but a demand solely dependent 
on prices and income. In this case an income effect greater than zero, with 
no qualifications, would be sufficient to ensure the validity of Professor 

1 Prices must, of course, be included in the complete demand function, but they are kept 


constant in this analysis up to the point where the change in the terms of trade is deter- 
mined, and do not have to be considered in the following. 
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Hicks’s conclusions. That is, a uniform rise in the productivity of all 
industries in one country will lead to a favourable change in the barter 
terms of trade of the stationary country, in all but the rare cases where the 
dynamic country’s import good is an inferior commodity.! 

A study of the effect of uniform productivity changes on the terms of 
trade would thus produce different results depending on the number and 
types of commodities actually produced. But in so far as it is desired to 
simulate ‘realistic’ conditions, then Professor Hicks’s assumption of four 
commodities is probably preferable to Mr. Mishan’s two-commodity world. 
Although some goods making up the import ‘basket’ will also be produced 
at home, the composite import good should have a separate demand 
function. 

The case in which the study of income effects might very well upset 
Professor Hicks’s conclusions is that in which productivity changes are 
concentrated solely in the domestic-good industry, or ‘import-biased’ 
productivity changes in Professor Hicks’s terminology. In this case Pro- 
fessor Hicks categorically concludes that this type of productivity change 
will lead to unfavourable movements in the stationary country’s terms of 
trade, if the domestic and import goods are close substitutes. ‘Whatever 
are the monetary arrangements, whatever the course of money incomes, 
an improvement in A-productivity that is import-biased must make B 
worse off.’* Although this result is certainly possible, and very likely 
probable, it is by no means a certainty, especially if the domestic-good 
industry is a very important part of the economy. Following Professor 
Hicks,* the effect of a fall in the price of one good on the demand for the 
other good can be broken up into substitution and income effects. Assuming 
these goods are substitutes, and not inferior goods, then the two effects 
will ‘pull’ the demand for the good whose price has not changed in differ- 
ent directions, the substitution effect tending to decrease it, the income 
effect to increase it. Professor Hicks, in his analysis, seems to be consider- 
ing only the former effect, but the latter might be large enough to bring 
about a net change that would increase the demand for the stationary 
country’s export good and thus favourably alter the stationary country’s 
terms of trade. The analysis can be presented diagrammatically in the 
following way. 

In Fig. 1 the offer curves of countries 1 and 2 are shown. They are 
drawn on the assumption of constant prices for the domestic goods in both 
countries. A change in the price of domestic goods will shift these curves, 


1 ‘Though it is possible to construct weird cases in which the conclusion would not follow, 
we can surely be confident that in practice a rise in A-incomes, with all prices constant, 
would cause A’s demand for B-exports to rise.’ Hicks, art. cit., p. 124. 

* Ibid., p. 128. 

* J. R. Hicks, Value and Capital, 2nd ed. (Oxford, 1946), p. 309. 
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and it is the direction of this shift that is to be examined. At the initial 
position of equilibrium, D, at terms of trade represented by the line OB, 
country 1 exchanges a quantity OC of its export good (m,., country 2’s 
imports) for OA of country 2’s export good (m,, country 1’s imports). If 
innovations in country 1 shift its offer curve so that it would intersect OB 
above and to the right of point D, then the terms of trade would change 
favourably for country 2 (the stationary country) ; and if the shift would 
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move the intersection below and to the left, then the change would be un- 
favourable to the stationary country. Therefore one way of determining 
the change in the terms of trade resulting from innovations in one country 
is to find the change in the innovating country’s ‘offer’ at the initial terms 
of trade. (There will, of course, initially, be no change in the stationary 
country’s offer.) In order to plot the outcome a three-dimensional repre- 
sentation would be necessary, since country 1 can distribute its income 
amongst three goods, ‘domestic’, ‘export’, and imports. This would, 
however, be difficult to represent in a diagram, and since, in dealing with 
domestic-biased productivity changes, the relationship between the 
demand for imports and domestic goods is the important one in Professor 
Hicks’s argument, we shall restrict ourselves to showing this relationship, 
although the effect of these changes on the demand and supply of export- 
able goods will also have to be considered in the discussion. 

The assumptions of Professor Hicks’s model are maintained in this 
analysis. It is assumed that production proceeds under conditions of 
constant cost, competitive conditions prevail in the product markets, and 
that money incomes in both countries remain constant,! so that an increase 
in productivity in country 1’s domestic-good industry will immediately 

1 The effects of the productivity change on the distribution of real income are neglected. 
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lead to a fall in its price. In Fig. 2 the standard indifference-curve analysis 
is shown, extended to cover a community rather than just an individual. 

On the abscissa, the quantity of the domestic good (d,) is marked off, 
on the ordinate, the imported good (m,). Before the productivity change 
the ratio of the prices of these two goods is represented by AC. The 
quantity of imports purchased by country 1 is given by OJ, which corre- 
sponds to OA in Fig. 1. If productivity increases in the domestic-good 
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industry in country 1, then given the assumptions of constant money 
incomes and competitive conditions, the price of the domestic good will 
fall. The new price line is represented by AE and the new equilibrium by 
point G on the higher indifference curve (J"). The amount of imports 
demanded by country 1 is now shown by OK. If OK is greater than OJ, 
the supply of the export good being elastic at the initial price, then the 
offer curve in Fig. 1 would be shifted to the right, and thus would move 
the terms of trade favourably for the stationary country. If OK is smaller 
than OJ, the shift would be to the left and the result would be unfavour- 
able. Professor Hicks’s conclusion states that the latter is necessarily the 
result if the two goods are close substitutes. But this is obviously not the 
case. The net effect of the price change can be broken up into its com- 
ponents, the income and substitution effects, represented in the diagram 
by the movements from F to H, and H to G, respectively. The movement 
H to G can be fairly large (the two goods being close substitutes) without 


1 The validity of this assumption of definable community indifference curves has often 
been questioned in various economic writings. This is not the place to examine the various 
viewpoints, but it is felt that their use here is justified as giving a rough guide of what would 
result if prices changed, and for this purpose it is not necessary to give them a very precise 
meaning. 
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making OK smaller than OJ, as long as the upward movement from F 
to H is also large. 

The size of the substitution effect depends on the ‘substitutability’ of 
the goods involved as determined by technical qualities and the consumers’ 
attitude to them, and on the extent of the price change. The size of the 
income effect will also depend on the consumers’ attitude to the available 
goods and the extent of the price change, but it will depend as well on the 
importance of the good whose price has changed in the consumers’ budgets. 
The more is spent on a commodity, the greater the income effect of a given 
percentage change in the price of the commodity. Therefore if the domestic 
commodity is an important item in national expenditure, increases in 
efficiency in its production are less likely to lead to detrimental effects on 
the stationary country’s terms of trade. 

This analysis of the offer-curve movements has assumed the presence of 
a certain elasticity of supply of the exportable good in the innovating 
country. The existence of unemployed factors of production in country I, 
or the release of factors from the production of the domestic good would 
allow the production of increased quantities of the export good at the 
initial domestic price, and therefore the offer curve would move favour- 
ably for the stationary country when the innovating country’s demand 
for imports increased. If the supply of the export good at the initial price 
is not elastic, the outcome is not certain. The innovating country’s demand 
for its export good, as well as its demand for imports, might increase, and 
if the supply of exports was not elastic this would mean that a smaller 
quantity of exports would be: offered to the stationary country at the 
initial price. This would tend to shift the offer-curve intersection in Fig. 1 
to the left of point D, and thus two forces would be pulling this curve in 
opposite directions. The increased demand by the innovating country for 
its export good would pull it unfavourably for the stationary country, 
while the increase in the innovating country’s demand for imports will 
move the offer curve so as to obtain a favourable result for the stationary 
country. The net effect of these forces cannot be determined in general, 
and a consideration of all the possibilities here will unnecessarily complicate 
this Note. Although these factors should be kept in mind as possible 
sources of difficulty, the point made in this Note that innovations even in a 
‘competitive’ industry may lead to an increase in the demand for imports 
which in turn can lead to a favourable movement in the stationary 
country’s terms of trade is still valid. 

This brief examination of the influence of income effects on terms of 
trade movements in response to productivity changes indicates that 
taking explicit account of them in a two-country, four-commodity world 
is more likely to lead to the conclusion that the changes are favourable to 
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the stationary country. Mr. Mishan’s argument that they may well lead 
to less favourable results holds good only in the case of increasing-cost 
conditions and when both countries are producing the same two com- 
modities. It has been argued above that a more ‘realistic’ assumption is 
that there is no exact domestic counterpart to the imported good, and 
therefore the former conclusion should be maintained. In trying to explain 
and examine economic reality it is necessary to make drastic simplifica- 
tions, but in doing so care must be taken that these assumptions represent 
conditions in the ‘real’ world so that the conclusions reached are due to 
the working of actual factors and not to the particular way in which these 
factors are represented in the model being used. Mr. Mishan’s conclusions 
are directly the result of assuming the identity of the domestic and import 
goods, but this is a simplification that does not correctly represent actuality, 
and it makes a significant difference to the results obtained. Some imported 
goods will have domestic counterparts and they may be perfect substitutes 
(industrial raw materials are probably the best example), but others 
cannot be completely identified with domestic products, and therefore 
when compounding all imports into one commodity for purposes of analysis 
it cannot be taken to be identical with some composite domestic product, 
and it is preferable to follow Professor Hicks and treat it as a close sub- 
stitute.! A uniform increase in the productivity of one country will, in the 
absence of monetary difficulties of adjustment, be favourable to the terms 
of trade of a stationary country (in a world containing just these two 
countries).? 

The qualification made in this Note to Professor Hicks’s conclusion about 
the effects of ‘import-biased’ changes in productivity make it clear that 
before implying that a United Kingdom ‘dollar shortage’ is due to a 
shift of American productivity changes to its domestic-good industries 
which compete with British imports, it would be necessary to show not 
only that imports and domestic goods are close substitutes but that this 
factor tending to decrease imports is not offset by the increase in imports 


1 If the identity of some imports with some domestic goods is considered an important 
factor, then it might be desirable to split imports into two groups according to whether or 
not they had exact domestic counterparts, and examine the effect of productivity changes 
on the innovating country’s demand for each of these goods separately, and then determine 
the net income effect on total imports. But it is very unlikely that there would be a decrease 
in the demand for the composite import good even here. For the net effect to be nega- 
tive the separate income effects would have to be small, and the import-type good produced 
in the innovating country would have to be an important part of its total production and 
further the amount of that commodity imported from the stationary country would have to 
provide a large proportion of that country’s composite export good. 

2 In a world containing more than two countries, a stationary country is at more of a 
disadvantage because of loss of markets in other countries which do not have increased 
incomes from the productivity changes to possibly offset the adverse change in the relative 
price of the good exported by the stationary country being studied. 
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that would result from the rise in the innovating country’s real income. 
This qualification would be of importance if the domestic-good industry 
absorbed a large proportion of consumers’ income, a situation which may 
be held to be true for the United States at the present time. 


MCGILL UNIVERSITY. 






































MR. NEWMAN ON REVEALED PREFERENCE 


By H. 8S. HOUTHAKKER 
Stanford University 





Mr. NrwMan’s discussion of the alleged foundations of revealed preference 
theory! contains some surprising assertions which appear to be based on a 
misunderstanding of the revealed preference relation R. The relation z°Rz! 
holds between two bundles of goods 2° and z!, bought at prices p® and p 
respectively, if p°x! < p%x°. The difficulties in the use of this relation result 
from the fact that it does not possess the properties of the usual ordering 
relation. More particularly, it does not satisfy Mr. Newman’s axiom 1 and 
2,2 as can easily be shown from graphical or numerical counter-examples.’ 

It is therefore strange to read‘ that, as a ‘trivial’ corollary’ of Mr. New- 
man’s axiom 3 and the transitivity of indifference, if z°Rz! and z1Jz* then 
x°Rz*. Even odder is Mr. Newman’s Theorem 3, which actually declares R 
to bea transitive relation. The fault is not with the superfluous but harmless 
axiom 3, but rather with axiom 1, even though the ‘proof’ of Theorem 3 
makes no explicit reference to the latter. This ‘proof’ starts out by saying 
that if the assertion 2° R2* is false then there are two possibilities, namely 
z*Jz° and x*Rz®, and Mr. Newman correctly shows both these to lead to a 
contradiction. The two possibilities quoted, however, are not the only ones 
unless one invokes axiom 1, which does not apply to R as defined. It is 
quite possible that neither z° Rz? nor x? Rz® nor z*I2z°, and the argument is 
therefore inconclusive. Mr. Newman’s ‘theorems’ 4, 5, and 6 are also false 


for much the same reason. 
1 Peter Newman, ‘The Foundations of Revealed Preference’, Ozford Economic Papers, 


vol. vii, No. 2, pp. 151-69. 

® Art. cit., p. 152. 

3 See, for instance, J. R. Hicks, A Revision of Demand Theory (Oxford, 1956), pp. 48 ff., 
111. 

4 Newman, art. cit., p. 164. 
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